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CHINA AND THE DEPRESSION 


BY. 
SIR ARTHUR SALTER 


The following supplement contains the substance of the report that Sir Arthur Salter has recently presented to the 
Chinese Government, in his capacity of Economic Adviser. Our comment on this report and on the report of Dr. Rajchman 
to the Council of the League of Nations will be found in this week's Economist.—[Ep1tTor, Economist.] 
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I—CHINA DURING THE WORLD DEPRESSION 


Cuna is now suffering from a severe economic depression, _ prices into China’s internal price structure, though some- 
due partly to the reactions of the world depression, and what slower and less far reaching in its effects than else- 
partly to certain factors in her internal political situation where, is normally considerable, when there is no special 4 
and her external relations. factor to prevent it. 

When we consider the first of these causes we are at once In fact, in 1930, China’s internal prices did not fall, but 
confronted by the fact that the depression in China began, _ rose; and the reason is that her currency is silver. The most | 
not in 1929 as elsewhere, but only in the winter of 1931 to _ serious aspect of the depression in other countries was not i 
1932. During the first two years of the world depression _the loss of external trade, but the fall of internal prices 
China was less affected by it than any other great country. associated with, and partly caused by, the rising value of 
She had many troubles arising from other causes, but until gold, to which nearly every currency was linked five years 
the end of 1931 these were in no appreciable degree aggra- ago. It was this ‘‘ currency deflation ’’ which penetrated, 
vated or increased by the depressed conditions that had rapidly and fatally, the inmost recesses of the internal 
since 1929 spread throughout the rest of the world. economy of almost all countries and paralysed their activi- 

The explanation of this temporary immunity is not that ties. For, under the ordinary competitive system, the 
China’s external trade is a relatively small part of her spring of all enterprise is the prospect of profits, that is, of 
whole economy. It is true that, though she contains one- _ prices exceeding costs. And when prices fell while costs 
fifth of the world’s population, her share of the world’s remained stable or relatively stable, economic activity— 
external trade in 1929 was only about 2 per cent., her even that which was only remotely connected with external 
exports amounting only to U.S. $1.34 per head and her _ trade—was arrested over an extending range. 
imports to U.S. $1.67. But the external trade of a great During this period China was completely saved from the 
country is naturally less, and its internal trade greater, than _ effect of any currency deflation of her own upon her in- 
those of smaller countries. Among large countries, to take _ ternal enterprise and activity by the fact that, unlike the 
two of very different types, even the U.S.A.’s exports in __ rest of the world, her currency was silver, not gold. Silver 
1929 were only 16 per cent. of the world’s, or U.S. $41.4 was depreciated in terms of gold as much as (in fact, rather 
per head; India’s were U.S. $3.28 per head. But more than) gold appreciated in terms of commodities. The 
though even the smaller of these figures exceeds China’s, | consequence was that China’s internal prices either re- 
the proportions in which the income per head in these mained stable, in terms of her own currency, or showed 
two countries exceeds China’s is greater still. China’s some tendency to increase, while remaining nevertheless on 
external trade, therefore, though smaller in amount, repre- a favourable competitive basis in terms of gold for external 
sents a larger proportion of her national income. Yet both trade. The reduction of purchasing power abroad caused 
the U.S.A. and India suffered severely, and at once, from some falling off in China’s exports, but to a less extent than 
the effects of the world depression. those of most other countries. And her internal trade was 

Another explanation sometimes given is that China’s not depressed, and indeed tended to expand and thus offset 
telatively primitive economic system, the extent to which the relatively slight loss of exports. There can be no doubt 
her agricultural production is consumed on the spot with- that, during this period, the net result of the steady depre- 
out becoming the subject of trade and commerce, and the ciation of silver was (in spite of the arguments of the silver 
paucity of her communications, have the effect of making group to the contrary) of great advantage to China. 
the incidence of external conditions upon her economy both This advantage was lost when the pound sterling (and 
slow and slight. with it the rupee) went off gold in September, 1931, followed 

is explanation is, however, also insufficient. China’s by the yenin December. The Chinese currency then appre- 

external trade itself did not decline as much as that of other ciated in terms of three of the currencies that most inti- 
Countries in these two years; and the penetration of world mately concern her. Largely, if not mainly, for this reason 
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China entered the general depression two years ago. Now 
that the U.S. dollar too has gone, the Chinese dollar is ap- 
preciating in relation to that currency also, and only a small 
group of countries remain on gold at the parities obtaining 
in 1929. Thus, currency deflation is contributing to the 
forces which are depressing China’s internal prices and 
dislocating her internal (as well as her external) trade, as it 
has done in the case of other countries. This process, 
having been intensified by the recent and rapid fall of the 
U.S. dollar, is still continuing. 

The second cause of China’s depression consists of 
political factors, both external and internal. 

The conflict with Japan over Manchuria, with the loss of 
trade and revenue which has resulted, is one of these. For 
Manchuria, with its large mineral and other resources, is 
the richest of the comparatively undeveloped regions of 
China. It was by far the most suitable for immigration, 
indeed the only region into which immigration on a large 
scale was immediately practicable. At the same time it is 
the only great area which has, on a considerable scale, a 
favourable trade balance both with the rest of China and 
with the outside world. As we shall see, it sells much more 
for export than it buys from abroad, and the new conditions 
have, therefore, had a serious effect upon China’s balance 
of trade and foreign payments. 

More difficult to assess, but also of great importance, are 
the adverse effects on China’s economic situation of the 
conflict with Japan, not only in Manchuria, but in Shanghai 
in 1932 and in Jehol in 1933. It involved heavy military 
expenditure, and was an important factor in the loss of 
confidence and sense of insecurity which, as we shall see, 
have led to hoarding, to a drain of silver from the interior, 
and to a general diminution of enterprise and commercial 
activity. This exceptional and very severe strain has been 
additional to that caused by the internal conflicts, the 
fighting with the Communists in Kiangsi, the disorder in 
Szechuen and the North-West, and the (happily terminated) 
revolt in Fukien. 

The accumulating strains and the increasing deterioration 
of the general economic position are at once reflected in 
and aggravated by a heavy drain of silver from the interior 
into Shanghai, and a net export of both gold and silver 
overseas. This movement reflects a reduction of trade, a 
sense of insecurity which makes those who have cash in the 
interior prefer to deposit it in Shanghai rather than invest 
it in their own locality, and a debit balance of foreign pay- 
ments which has to be adjusted by the export of capital in 
the form of metal. The same sense of insecurity, combined, 
as we shall see, with the counter attractions of a high rate 
of interest from the Government for its loans, has prevented 
any reflux of capital to the interior for investment. China, 
though needing capital development more than almost any 
country, is not being capitalised but ‘‘ decapitalised.”’ 

More capital is going out in respect of past loans and 
investments than is coming in in the form of new transac- 
tions. And instead of capital flowing into the interior, even 
the limited capital derived from the interior itself, the 
narrow margin of production over consumption there, is 
being drained into the maritime ports for unproductive 
safety. The result is that not only new development is 
starved, but also, since the capital exported is in the form of 
silver, that the country’s currency is vanishing—a secondary 
form of currency deflation, forcing prices down further and 
adding to the real burdens of rents and taxation. 

It is then as a result of two kinds of causes, currency 
disturbance and the political events of the last two and a- 
half years, that China has been plunged into her present 
depression. In the winter of 1931-32 she passed from a 
period of what, by her own standards, was one of moderate 
prosperity into one of severe and deepening depression. 
Almost every criterion—prices, the value and volume of 
imports and exports, bank statistics, etc.—shows that winter 
as the turning point. The railway returns, usually a good 
index of economic progress, are an apparent exception since 
they show an increase of receipts. This increase, however, 
is due mainly to an increase of rates. The actual volume 
of goods transported, the most significant factor, shows a 
decline, though not a great one. All the other main indices 
show a rapid decline in 1932, continued in 1933. 

To this gloomy record there is one qualification. This is 
the increase of light industries, operating in small units, and 
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covering a large range of specialised industrial products_ 
plumbing and metal work, electric and wireless apparatus, 
furniture and a great variety of other articles. For th 
most part, these articles require skilled manual work with 
only simple mechanical equipment. Occasionally forej 
capital is associated with these enterprises, not in the form 
of loans, but of a real participation in the fortunes of the 
enterprise in partnership with a larger Chinese interest. Ip 
spite of internal and external obstacles, progress along thes 
lines has continued even during the years of the depression, 
It is a development of considerable promise, for it bri 
additional wealth to rural districts where it is badly needed 
and it improves the balance of trade. It is, moreover, as 
we shall see later, a valuable pointer to the most practicabk 
and profitable source of industrial development in the nea 
future. It is, however, exceptional in this record. 

The disasters of the last few years have been the mor 
serious because they have been added to other trouble 
which for many years have not only depressed the current 
standard of living, but weakened the whole economic system 
of the country. It is difficult to survey the record of the 
last quarter of a century without coming to the conclusion 
that, with whatever fluctuations from year to year, and in 
spite of a few encouraging developments, the general move. 
ment has been downward, and that the successive disasters 
suffered by China have been sapping the strength of her 
general economic system. The struggles of rival war lords 
which have ravaged many Provinces and have usually been 
accompanied by large issues of inconvertible and depreciat- 
ing notes which have dislocated their economic life; abnormal 
floods; external war; and civil war between the Central Gov. 
ernment and revolting regions, have followed in quick sue- 
cession. The interval between them has left too little time for 
a recovery of strength to meet the next blow. Each has 
left the economic life and the general economic system of the 
country on a somewhat lower level. It is true that the 
character of the political struggle has changed in some 
respects for the better in recent years. Fewer Provinces, in 
spite of the continuance of serious trouble in Szechuen and 
the North-West, are now torn by internal struggle; the area 
of actual conflict is reduced. But the legacy of past conflict 
in taxation is constantly increasing, while the scale and cost 
of the present military conflict are great. In particula 
there has been a great increase since 1927 in the burden of 
Provincial land taxation, which is now made heavier alo 
by the present low prices and the depressed conditions of 
agricultural production. 

The combined effect of the accumulation of the strains 
of a quarter of a century, and of the special strains of 
recent years, is a state of great distress, even by the stat- 
dards of a country the bulk of whose population have 
always been on a bare subsistence level. The evidence of 
all local observers confirms the inferences suggested by statis- 
tical records of the gravity of the recent deterioration. The 
diminution of small ownership, the breakdown in many 
areas of the normal functioning of the landlord and tenant 
system, the abnormal fall in the value of land, the reduced 
transport of goods, the forced economy in the use of fer- 
tilisers, involving a prospective diminution of yield, the 
reports of falling trade in all districts, are all symptoms of 
a general decline. The actual mechanism of trade is indeed 
in many cases breaking down. The smaller instruments d 
credit supply are failing. Links in the chain of mino 
merchanting concerns are snapping. A merchant who has 
bought stocks, has seen these stocks go down in value 
now anticipates a further fall, ceases to lay in new stocks 
and waits until he knows he can sell, and at what price, 
before he buys. The movement of goods, therefore, pro 
ceeds more slowly and in diminished volume, no longét 
like a more or less evenly flowing stream, but with a paus 
between each movement. 


It is not easy in Shanghai or Nanking to appreciate the 
reality of the general picture built up fragmentarily by the 
statistical evidence of many recorded phenomena and 
oral evidence of many observers, because there 1S little 
visible expression in the life of these two great cities of th 
increasing distress outside. Shanghai’s prosperity 5 
founded partly upon the wealth, but partly also upon the 
misfortunes, of the interior. An increasing insecurity drive 
a larger share of whatever wealth there is to the security 
Shanghai, and during the last few years Shanghai has bee 
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acquiring an increasing proportion of a diminishing total of 


China’s production. The time must come, and is indeed 
apparently now coming, when the reduction of the total is 
no longer offset by the increased proportion, and Shanghai’s 
rosperity must for the time diminish. But her loss comes 
later than that of the country as a whole. If it is true that 
China for two years escaped the depression more than any 
other great country, it is also true that Shanghai has, more 
than any other considerable financial and trading centre, 
ecaped it for four years. 


So, too, with Nanking. There are signs on every side of 
building and activity which reflect, not the growth of the 
country, but the growth of the Central Administration, sup- 
ported by taxation which does not diminish with the wealth 
on which it is levied. The increased duties have main- 
tained the Customs receipts in spite of smaller trade, greater 
smuggling, and even the loss of revenue from Manchuria; 
the increased efficiency of the Salt Gabelle, together with 
increased rates for both salt and the consolidated taxes, 
have maintained the yield of the other principal revenues. 
Neither Shanghai nor Nanking, neither the business returns 
of the Maritime Trading Cities nor the revenue receipts of 
the Central Administration, have during recent years been 
a true mirror of Chinese economic conditions. 


This sombre picture of recent deterioration must, of 
course, be seen in the perspective of the permanent poten- 
tialities of China’s economic development and in the light 
of the more determined efforts now being made at economic 
reconstruction. China, though she has congestion of popu- 
lation in her most fertile river valleys, still has vast districts 
not yet developed. The results that have followed the con- 
struction of railways whenever there has been a reasonable 
degree of order in the areas they serve, and of efficiency 
in their management, indicate the development that may be 
expected if they can be extended to the regions which are 
still without means of communication. The people’s in- 
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dustry, traditional skill and capacity to live and work under 
conditions of bare existence—if the limit of endurance is not 
passed—combined with the natural resources of the country 
are the foundations on which a considerably greater struc- 
ture of national wealth can be built than has yet been 
achieved. In spite of immediate troubles—and the more 
because of the low level from which an upward movement 
will begin—it remains true, as all observers have long 
agreed, that if only the fundamental conditions required to 
encourage the flow of capital to productive enterprise can be 
secured, there is an opportunity for economic development 
on a large scale—perhaps a greater opportunity for capital 
resources to be productively and beneficially employed than 
is to be found in any other great country. 

Nor must the promise of the new mood and the new 
effort of the country in regard to deliberate reconstruction 
be ignored, in spite of the grave troubles of the present 
moment. The bitter experience of the conflicts of two de- 
cades, and the restriction of the area of the present conflict, 
have both contributed to create a more general and a more 
determined intention to turn to economic reconstruction 
than has been visible at any earlier period. Many Pro- 
vinces have in the last few years made great efforts at recon- 
struction; and in spite of the depression there has been 
some extension of railways, much road building, the estab- 
lishment of power plants and much public work in extend- 
ing co-operatives and in assisting in the selection of seeds 
and supply of fertilisers, etc. It is true that, in its earlier 
stages, the people have supported the cost, more than they 
have as yet reaped the full benefit, of this reconstructive 
effort. But if reconstruction is wisely directed and well 
administered the benefits will come. The difficulties which 
have been outlined above and will be more fully described 
below, do not make an active policy of reconstruction 
impracticable. On the contrary, because of these difficul- 
ties both the need, and in many respects also the oppor- 
tunity, are alike greater. 





IL—FEATURES PECULIAR TO CHINA 


With this preface I will proceed to examine more closely 
the special problems now presented and the practicable 
measures of policy required to solve them. 


THE CHINESE DOLLAR AND OTHER 
CURRENCIES 


In 1929, when the world depression began, the Chinese 
dollar stood in the tollowing relation to the foreign cur- 
tencies in which the great bulk of China’s external trade 
is conducted: —z Chinese dollar = U.S. dollar 36 cents; 
= sterling 1s. 6d., = yen 76 sen, = rupee I.0 (16 annas). 
All these four currencies were ‘‘ gold ’’ currencies (includ- 
ing, of course, the Indian rupee, in spite of the use of the 
silver rupee as coin) and all remained on gold, at the same 
parity, until September, 1931. By that date, wholesale 
Prices, as shown by the standard U.S.A. index, had fallen 
since 1929 by 26 per cent.; and the effect of this fall had not 
only affected the external trade, but penetrated the internal 
economy, of each of the four countries concerned in the 
manner already described. 

_4n the meantime, however, silver had depreciated in rela- 
tion to gold by 46 per cent. The Chinese dollar, therefore, 
Was in August, 1931, only worth, in U.S. dollars 21 cents, 
In sterling rod., in yen 42 sen, and in rupees 0.6 (9 annas). 

l¢ consequence was that, in spite of the fall in world 
Prices, Chinese internal prices not only did not fall, but 
showed a tendency to rise. 


North 
Who Shanghai China Hankow 
lesale prices in 1929... 104-5 111-08 100-0 (1930) 
lesale pricesin 1931... 129-2 122-55 112-4 
Here was thus a moderate currency stimulus to internal 
ade, and during these two years there was a moderate 


in m in domestic enterprise and activity. Nevertheless, the 
ee in internal prices and the fall in world prices were 
gether less than the depreciation of the Chinese dollar in 








terms of the gold currencies. Chinese export prices were, 
therefore, on a favourable competitive level with those of 
other countries. Though China’s exports fell somewhat as 
a consequence of reduced world demand, her proportion of 
the world’s exports increased. 
Chinese exports in 1929 = *$1,523 mill. 
Chinese exports in 1931 = $1,331 mill. 
Fall 12 per cent. 
Total World exports in 1929 = U.S. $33,035 mill. 
Total World exports in 1931 = U.S. $18,922 mill. 
Fall 43 per cent. 


The above figures do not measure exactly the changed pro- 
portions of trade, since the world decline reflects not only a 
decline in volume but also in gold prices, but they at least 
indicate a smaller fall in China’s exports than in those of 
other countries. 

The same conditions gave an advantage to Chinese home 
production where it competed with imports and encouraged 
the flow of overseas remittances (in spite of a reduction in 
incomes of Chinese abroad). China, therefore, had a 
favourable balance of payments in 1930; and though it 
became less favourable (and probably slightly adverse) in 
1931, it still remained much more favourable than in sub- 
sequent years. This is indicated by the movements of pre- 
cious metals. 

Net recorded import of gold and silver, 1930 = $75 mill. 

Net recorded import of gold and silver, 1931 = $20 mill. 

In September, 1931, however, the pound went off gold and 
the rupee with it. In December, 1931, the yen left gold, 
and depreciated even further. 

By December, 1932, the Chinese dollar had appreciated 
rapidly in relation to these three currencies, while still 
falling slightly in relation to the U.S. dollar, its value being 
in U.S. dollars 19 cents, in sterling 1s. 2d., in rupees 0.77 


* $ throughout this report means Chinese dollars, except where 
specifically stated to be American (U.S. §). : 
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(12 annas), and in yen 93 sen. Precisely the opposite tend- 
ency was, therefore, operative in 1932 to that which we have 
illustrated in 1930 and 1931. We consequently find that in 
1932 Chinese exports fell by 46 per cent. Moreover, for 
similar reasons, the balances of trade and payments were 
strongly affected, as is shown by the movements of precious 
metals. For the first time for many years, there was an 
adverse balance, the net recorded export of gold and silver* 
being, in 1932, $121 millions. 


In 1933 the U.S. dollar also left gold and depreciated 
further than any of the three great currencies that had pre- 
ceded it. This was followed by a further depreciation in 
terms of gold of the pound and rupee, and a still greater 
depreciation of the yen. Silver did not fall in terms of gold 
enough to offset this movement. By the end of the year, 
therefore, the Chinese dollar had appreciated in terms of 
all four currencies, its value being in U.S. dollars 33 cents, 
in sterling 1s. 4d., in rupees 0.87 (14 annas), and in yen 1.0. 
This appreciation resulted in a continuance of the move- 
ment already noted in 1932, Chinese exports in 1933 fall- 
ing to $611 millions—a fall of no less than 56 per cent. 
as compared with 1930. The export of precious metals 
also continued on a large though somewhat reduced scale, 
the net recorded export in 1933 being $85 millions. 


The principal reason for the smaller net export (reflect- 
ing a smaller adverse balance of payments) in 1933 is appar- 
ently that while both imports and exports fell in this year, 
imports fell further in consequence largely of the increased 
tariff, and the adverse balance of trade was therefore less 
than in 1932, being $734 millions, as against $835 millions. 
The year, nevertheless, marked a serious decline, imports 
being $1,345 millions as compared with $1,574 millions in 
1932, and exports $611 millions as compared with $739 
millions. 


By the index of external trade, therefore, as well as by 
the others, the depression which began with 1932 was 
intensified in 1933. This downward movement was also 
reflected clearly in the Chinese internal price level: — 


Prices in— Shanghai North China Hankow 
a 104-5 111-08 100-0 (1930) 
ar 112-4 113-36 112-4 
BED conccovcsese 98-4 (Dec.) 97-23 (Sept.) 91-9 (Nov.) 


There was thus a very close correspondence between the 
downward and upward movements of the Chinese dollar 
exchange and the moderate boom followed by deepening 
depression in China’s economic activity. And there can 
be no doubt that the varying value of the Chinese dollar 
in relation to other currencies was an important factor in 
this change of fortunes. 


THE DRAIN OF SILVER AND GOLD 


Another feature of China’s currency situation has also 
been of some importance in relation to the fall of internal 
prices. There has been a considerable drain of silver into 
the banks at Shanghai. Consequently there has been an 
increasing shortage of silver circulating as currency; and 
this shortage is, only to a small extent, being compensated 
by the circulation of additional notes, issued in accordance 
with law on the basis of a 60 per cent. cash cover. To 
estimate the extent of this shortage we need to consider 
(a) the recent increase of silver stocks in Shanghai, (b) the 
note issue in circulation, and (c) the exports of silver from 
China. In addition, in order to forecast the probable situa- 
tion in the forthcoming years we shall need to consider 
exports of gold and the several causes of the movements 
of both silver and gold. 





* The movements of silver and gold throughout this Section are 
those officially recorded by the Customs. In fact, however, as will 
be seen later, the actual exports of gold are largely in excess of 
those recorded because especially since the embargo imposed in 
May, 1930, there has been a strong incentive to smuggle gold out. 
Consequently, in 1930, when a net import of the two metals of $75 
millions is recorded,the real favourable balance was less than this. 
In 1931, when a net import of $20 millions is recorded, the real 
balance was almost certainly adverse. In subsequent years, when 
a net export is shown by the recorded figures, the real adverse 
balance was much greater than they suggest. The recorded figures 
give a true indication of the transformation of the balance of pay- 
ments. They merely understate its scale. 
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(a) The following table shows the silver stocks in 
Shanghai in recent years: — 


December, 1930 .........+e+00. $275 millions* 
- eee 250 ss 
am EE senenseseonenen 356 wi 
~» BREED ccccccesscccees 503 - 


The silver stocks in Shanghai have, therefore, doubled jp 
the course of the last two years. (b) There has been no 
corresponding increase of notes in circulation, the number 
of notes circulating at the above dates being: — 


December, 1930 .......:...0 $250 millions 
tM icinteiateateeanes 2745, 
I i aieideeaeais 287, 
S  Macenucienw 353i, 


Notes are required by law to have as a cover 60 per cent, 
in cash (silver) and 40 per cent. in securities. If, there. 
fore, the additional silver in Shanghai was available ang 
was being used solely for the purpose of currency cover, 
an increase of silver stocks, as between December, 1931, 
and December, 1933, of $253 millions would serve asa 
basis for an increase in note circulation of $422 millions, 
In fact the increase was only $78 millions. (c) If Chim 
had, as normally in the past, been a net importer of silver 
during this period, an increase of silver in the banks of 
Shanghai would not, of course, have meant an equal reduc 
tion elsewhere in the country. But in fact she exported 
$25 millions, so that the reduction in the interior was 
greater by this amount. There was then in China, outside 
the banks of Shanghai, a decrease in silver in the two years 
of $278 millions, or a decrease of the standard currency 
(silver and notes in circulation together) of $200 millions, 

The main causes which have, so far, driven silver into 
Shanghai clearly arise from the conditions of internal trade 
and security in the interior. The reduction of trade and fall 
of prices, however caused, mean less demand for currency. 
The restriction of credit as borrowers are less able to pro 
vide security, and the closing down and reduced activity of 
merchants have the same effect. The sense of insecurity 
has had the effect of making those who draw money from 
the agricultural districts, whether as landlords in rent, as 
officials deriving salaries from taxes, or otherwise, prefer 
the security of a bank deposit at Shanghai to the hazardous 
venture of local investment. And for the same reason the 
investment of new capital has been arrested. Another in- 
ternal cause is of some importance. The high rate which 
the Government pays for its financing, which is discussed 
later and now amounts to 10 per cent., naturally means 
that the rate of interest required to keep money in, of 
attract it back to, the interior, is very high—higher than 
many forms of production and enterprise can afford. 

It is a cause of a different kind, however, viz. the 
adverse balance of foreign payments, which has been te- 
sponsible for the change from a large normal net import of 
silver into a small net export. And even upon the intemal 
silver movement this may have had some, though at present 
a limited, influence. Silver transferred to the foreign banks 
is immediately convertible into foreign exchange. Some 
part, therefore, of the increased silver stocks in these banks} 
(but not all, for some of it certainly consists merely of 
deposits seeking greater security) may represent a payment 
for imports; silver transferred to the foreign banks for this 
purpose foreshadows actual export overseas and is, 3% 
currency or the basis of currency, already an export. Stocks 
in the Chinese banks are not used as the basis of foreign 
exchange and thus as a means of paying for imports, and 
an increase in these stocks therefore reflects the internal 
causes mentioned above, not an adverse balance of foreign 
payments. The export of silver is more important than a0 
internal movement to the Chinese banks in Shanghai since 
the silver deposits in these banks are at least in part avail- 
able as a basis of note issues, and can in one form o 
another flow back for investment as soon as confidenc 





* Authoritative Chinese statistics show somewhat higher stock 
throughout. I have chosen the above as the most conservative, 
desiring not to overstate my general argument. The increas, 
which is the significant factor, is much the same in both cases. . 

t The proportion of the silver stocks in the hands of the foreig2 
banks has been increasing. According to authoritative Chines 
oe it was about one-third of the total two years ago and is 00¥ 
a > 





I 
dra 
For 





4 





ed in 
N no 
mber 


there. 
e and 
over, 
1931, 
asa 
llions, 


silver 
iks of 
reduc- 
ported 
r was 
utside 
) yeals 
Ire 

Mion. 
r into 


nd fall 
Tency. 


for this 
js, as 
. Stocks 
foreign 
ts, and 
inte 

foreign 
than an 
ai since 
rt avail 
form of 
nfidence 


per stocks 
ervative, 
increas, 


foreign 
Chines¢ 
hd is 20W 





May 19, 1934 


returns. We need, therefore, to consider the external move- 
ments of silver rather more closely, and, in view of the 
interactions between the two, the movements of gold as 
well. 


The export of silver is a recent phenomenon in China. 
She was normally, until 1932, a large importer and in no 
single year between the end of the World War and that 
year did she sell more than she bought. In the thirty-year 
period 1901-31 the net imports amounted to a total of over 
§1,000 millions and in the three years 1928-30 the average 
annual ret import was $140 millions. In the following year 
1931 there was some decline, but there was still a net im- 
port of $68 millions. Then, for the first time since the 
abnormal conditions of the World War, the movement 
tumed. In 1932 and 1933 there have been net exports of 
§11 millions and $14 millions, respectively. The export of 
silver is, of course, at present on a very small scale, and the 
immediate cause of the actual movements has usually been 
some speculative rise of the external price of silver through 
expectation of action to be initiated by the United States. 
(There is, indeed, for example, a remarkable correspondence 
between speculative increases in the price of silver before 
and after the World Economic Conference followed by 
some reaction, and the movement of silver from and to 
China.) A movement of a few millions of dollars would in 
itself, under these conditions, cause neither surprise nor 
anxiety. What is important is that the normal large im- 
port has stopped and that, as we shall now proceed to see, 
there was in the same period a very large export of gold, 
which probably foreshadows an increase in the future 
export of silver. 


The movements of gold cannot be precisely stated 
because a large proportion of the gold exports are smuggled 
out and are not included in the official records. Especially 
since May, 1930, when an embargo was imposed on all 
exports except through the Central Bank, there has been a 
discount in the internal price of gold which has given a 
strong incentive to such smuggling. It will be best to take 
first the recorded figures and to consider later what allow- 
ance to make in respect of smuggling. In 1931 the re- 
corded net exports amounted to $48 millions, in 1932 to 
$105 millions, and in 1933 to $71 millions. The best light 
upon the extent of the smuggling is probably thrown by the 
exports of gold bars and ingots from Hongkong. It is 
probably true to say that most of these exports represent 
gold smuggled out of China, and that most of the gold 
smuggled out of China finds its way through Hongkong. 


In 1932, the Gold Bars and Ingots exported from 
Hongkong amounted to about —............0ee00+ 
In 1933, the Gold Bars and Ingots exported from 
Hongkong amounted to about 


$64 millions 


$89 millions 


Peerreresesesesecs 


It is probably safe to say that in the last few years at 
east as much gold has been smuggled out as has been 
officially recorded. That is to say, instead of an export in 

€ two years 1931 and 1932 of $176 millions, the real 
€xport was probably well over $300 millions. Gold exports 
are not expected to continue on the same scale as in recent 
yeats. They are likely to diminish and perhaps to become 
quite small in the near future. If this is so it leads to a 
conclusion of great importance as regards silver. The 
debit balance of payments necessitates an exactly equiva- 
lent net export of the two precious metals. So far it has 
stopped a large import and caused a very small export of 
silver. It would have caused a large additional export of 
silver, equal to the value of the gold actually exported, 
if gold had not been there to take the strain. So far as gold 
S available, no call on silver is necessary. So far as gold 
fails the only alternative is silver. 


THE BALANCE OF FOREIGN PAYMENTS 


In order, therefore, to judge the prospective external 


drain of silver we now need to consider China’s Balance of 


Foreign Payments. 


China has 
Which h 


normally had an adverse balance of trade, 
as, however, been more than compensated by 
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‘‘ invisible exports ’’ (remittances from countries abroad 
and the expenditure of foreign institutions in China) and 
by the import of foreign capital. The consequent net 
positive balance of foreign payments has been reflected in 
a net import of the precious metals, especially silver. 


This situation has now changed. For while the adverse 
balance of trade has increased, Chinese remittances from 
abroad have fallen very seriously, and the inflow of new 
foreign capital has probably been less than out-payments 
in respect of past loans and investments. The balance of 
payments has therefore been adverse during the last two 
years, probably to the extent of more than $150 millions 
a year. 


The prospects for any immediate improvement are not 
encouraging, for the Chinese remittances from abroad are 
still falling, and the proceeds of the Wheat and Cotton Loan 
Pe unlikely to do more than offset the effect of this further 


The drain on the precious metals will therefore continue. 
In the last two years this has mainly been in the form of 
an export of gold. But this is not expected to be available 
for export on so large a scale in future. If no new factor 
of importance is introduced, therefore, it must be antici- 
pated that there will be a large export of silver in the next 
year or two. 


The effect of the present drain of silver to Shanghai, and 
the prospective drain to foreign countries as gold exports 
decline, will be to cause a shortage of currency. And a 
shortage of currency is likely to hamper all transactions 
and add another force to those which are driving down 
prices. It may compel the use of inconvenient methods of 
direct barter and increase the pressure for local issues of 
inconvertible note issues, with the indefinite fluctuations 
and fall of value and the resultant dislocation and injustice 
that come with them. At the same time the silver in the 
Shanghai banks (even with full allowance for the banks’ 
deposit responsibilities) would permit of a larger legal and 
convertible note issue circulation than at present. This 
affords a certain temporary ‘‘ cushion ’’ against the effects 
of a further withdrawal of silver, and the fact that there 
are not more notes now in circulation suggests that so far, 
on the whole, the movement of silver to the Chinese banks 
in Shanghai has been rather the effect than the cause of 
reduced economic activity and low prices. A considerable 
export of silver would, however, soon destroy this cushion. 
It is the danger of such an export arising from the causes 
already described that should now cause concern. 


The export of precious metals is, as we have seen, the 
result of the adverse balance of payments, and the largest 
factor in this is the adverse balance of trade (i.e. the excess 
of visible imports over exports). And a shortage of cur- 
rency resulting from a drain of silver is commonly associ- 
ated (whether as cause or effect) with a fall of prices, which 
is the central factor in paralysing economic activity during 
a depression. It will be convenient, therefore, to consider 
the balance of trade and the fall in prices. 


THE BALANCE OF TRADE 


As we have seen, China has always bought more goods . 
than she has sold. The adverse balance requiring adjust- 
ment has been growing more serious in recent years. The 
difference between 1928, the last year before the world 
depression, and 1933 was as follows in millions of dollars : — 


Adverse 

Imports Exports balance 
Pie rweviccecerensens 1,794 1,487 307 
DIP sv ccccccsencesceses 1,345 611 734 


China, therefore, last year imported more than twice as 
much as she exported. Of the increase of over $400 millions 
in the adverse balance between 1928 and 1933 about half 
may be ascribed to the exclusion from the accounts in the 
latter year of Manchuria, the one region which sold much 
more than it bought. The structure of China’s external 
trade, and the change in it that has recently taken place, 











can be clearly seen by grouping the main imports and 
exports as follows: — 


Imports ($ millions) 


1928 1933 
1. 
ee ae 98 153 
Wheat and flour............... 52 117 
EEE . coneaueunbesousosenepsesse 148 42 
EL 39 23 
2. 
SN 93 30 
Oils and fats ..............0.- 147 167 
Timber and wood .......-..-- 37 49 
hata eat endraen 35 23 
Paper and pulp ............0++ 45 56 
Metals and ores ...........0.+- 101 97 
Raw Cottom .........ccccceeseeee 102 100 
4. 
Cotton piece-goods, thread 
OO ee 284 69 
Wool and woollen goods ... 55 34 
5. 
Metal manufactures ......... 87 74 
Machinery and tools ......... 56 43 
Vehicles and vessels ......... 21 36 


1. In 1933 China bought food from abroad amounting 
to no less than a quarter of her total imports. It is true, as 
we shall see, that China exported some articles of food, but 
against this we may set the fact that she bought large quanti- 
ties of sugar which were smuggled in and do not appear 
in the above figures. It may seem anomalous that a 
country which ranks among those the proportion of whose 
population engaged in agriculture is the highest in the 
world should still fail to produce enough rice and wheat 
for her own needs, or enough cotton for her own relatively 
small cotton industry. It would, however, hardly be 
desirable, even if it were possible in any near future, for 
China to rely solely upon home-produced food with no 
food imports at all. So long as communications between 
certain producing districts and consuming centres are long, 
slow and expensive, it will be economically preferable to 
bring in certain food imports by sea, the cheapest of all 
means of communication. But it is clearly of great import- 
ance that food imports should be reduced. 

2. No comment is required on the second group of 
imports. 

3. The third group consists of raw materials, whether 
in their original state or after passing through a first indus- 
trial process. The most notable item is cotton, which 
amounts to over $100 millions. This import, with those 
of rice and wheat, balance the proceeds of nearly two- 
thirds of all China’s exports. In time China should grow 
the cotton she needs. This, however, is a matter not only 
of production, but of better communications and of an 
organisation of testing and grading which will secure 
uniform and reliable quality. It must be expected that 
China will need to import large quantities for a long time 
to come. Coal imports can be reduced by the development 
of China’s northern coalfield, which is mainly a question 
of railway communications. Ultimately China should pro- 
duce her own timber and make her own paper. But this 
problem is intimately bound up with that of the general 
economic condition of the peasant who, having no other 
fuel, scours the hills for every bit of wood he can find. In 
these conditions afforestation is scarcely practicable. China, 
in comparison with other countries, is a treeless land. 


4. The fourth group consists of cotton piece goods and 
wool or woollen goods. The large reduction of imports 
reflects the effect of the increased tariff and also the increas- 
ing ability of China to supply her own needs, especially 
in cotton goods. 


5. We come last to the group of imports (metal manu- 
factures, machinery and tools, vehicles and vessels) which 
represents the purchase by China of the most distinctive 
products of more advanced industrial countries. The strik- 
ing fact about this group is that it is so small. It amounts 
only to $153 millions, or 11 per cent. of China’s imports. 

As China progresses the proportionate importance of 
these five groups may be expected to change very greatly. 
The proportion of imports in the first four groups should 
normally fall and the fifth group be greatly increased. 
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The following is the corresponding analysis of the chief 
items of export: — 


Exports ($ millions) 


1928 1933 
DTN. cescuteeeinenennasimncs 282 93 
2. Textiles (except silk) ... 96 141 
3. Animals and animal pro- 
DIED: cnusiiesiieeienses 113 35 
4. Poultry and eggs _...... 71 42 
5. Oil and fats ..............- 61 37 
i i aeianeieeeneaneeaaees 58 34 
OD ieciitenieneeniiiiae 55 18 
8. Raw cotton ............... 53 34 
9. Hides and furs ......... 49 | 
10. Metals, ores and metal 
manufactures ......... 45 32 
MI: -. :cientinite atiintinmatimnee 44 32 
fn 43 5 
13. Cigarettes ...........0.s0+0. 38 6 


The most striking differences between 1928 and 1933 are 
(a) the great loss in net exports due to the exclusion of 
Manchunia, and (b) the falling off in the exports of silk, 
animal products, poultry and eggs, tea, coal, cigarettes, 
etc. The first of these losses necessitates compensation in 
other items, and, if exports cannot be increased, will com. 
pel economy in imports. On the other hand, there has 
been a notable increase in cotton textile exports. 

World depression, of course, accounts for a large propor- 
tion of the loss of the principal exports; and world recovery 
may be expected to bring considerable improvement. But 
there are grave defects in the conditions under which some 
of China’s most important articles of export are produced 
and marketed, which must handicap her in competition 
with other countries. Variations in quality are in some 
cases (e.g. silk and tea) a great handicap which can 
scarcely be removed without an organisation for grading, 
testing and marketing. Among other exports, minerals 
(which amounted last year to $32 millions, of which ti 
was $20 millions) offer some prospects of increase. Poultry 
and eggs, already among the most important of China's 
exports, may be capable of considerable development, care 
ful breeding being an important factor. The lighter 
industries,* too, have very substantial possibilities. 

It is interesting to contrast with this balance of trade, a 
it is, the permanently sound balance which would be appro 
priate to the general economy of China as described in 
these pages. The latter would be composed of largely 
increased exports of silk, tea, certain important metals, 
produced beyond her own requirements, and some 
specialised industrial products;* and, as to imports, of the 
characteristic products of the most advanced industria 
countries (industrial plant, automobiles, electrical ap 
paratus, etc.) with very little food and a diminishing pro 
portion of cotton goods in relation to a much increa 
internal consumption. As China should be a rapidly 
developing country, there would normally be an excess 0 
imports of the above kind over exports—i.e. an advefs 
balance of trade, this excess being adjusted in the balance 
of payments partly by Chinese remittances and partly by 
the inflow of foreign capital for investment. 


THE FALL OF PRICES 


Reference was made in the first chapter to the genetd 
causes—including the shortage of silver—which hav 
brought about the recent fall of prices. The follow 
tables of index numbers related to 1926 as the basis yea 
show the extent of the downward movement: — 


WHOLESALE PRICES IN SHANGHAI 
General 
Year Cereals Textiles Index 
ED sccibcetnmenniion 100-6 100-9 104-4 
SI isishieieaaiansiitabin 89-6 102-1 101-7 
I iaaidireiceuiais 97-2 101-9 104-5 
EE 110-3 105-6 114-8 
ee 94-4 118-8 126-7 
I -ociieceiensadansans 81-7 98-4 112-4 
1933— 
March ......... 75-2 91-7 106-7 
ED ccsuussnnons 69-5 91-7 104-5 
September 64-1 88-4 100-4 
December 62-4 84-2 98-4 


* See Chapter on “ Industrialisation.” 
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WHOLESALE PRICES IN NortH CHINA 


General 

Year Foods Textiles Index 

I beiecicaitciaiiictiaaty 106-95 99 -96 103-02 

SE hatieiatiaaniiahaiiaii 113-07 103-26 107-98 

SE initiates 116-52 106-35 111°08 

EE 119-72 103-76 115-85 

114-39 117-03 122-55 

SE satitiatianilialininss 108-53 107 -55 113-36 
1933— 

March ........ 101-14 95-83 106-74 

NE wccemannaniis 94-05 103-34 103-09 

September 85-00 98-98 97-23 


Thus, the year 1932 appears as the turning of the price 
index, as of practically every other economic criterion. It 
should be observed, however, that the world surplus of food 
production, combined with the fact that China is a food 
importer, had already begun to drive food prices down in 
1931 while other prices were rising, and that they have now 
fallen much farther than other commodities. The price of 
cereals in Shanghai in December last, for example, was 
hardly more than half what it was in 1930. 

Different sections of the population are very differently 
affected by changing prices. 

The tenant food producer, when he pays his rent in kind, 
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and when, as is not always the case, the landlord pays all 
taxes, is very little affected. He consumes, with his family, 
perhaps half his produce. He pays a fixed proportion, 
which may (even when the rent is moderate) well amount 
to four-fifths of the remainder (i.e. two-fifths of his pro- 
duce) in rent, the landlord paying taxes. In such a case 
he is concerned with prices only to the extent of, say, one- 
tenth of his produce, and only then in so far as food prices 
have fallen more than the prices of the goods or services 
he wants to buy. The owner-cultivator is, of course, much 
more affected because he has to pay taxes in cash. He is, 
therefore, affected as regards half his nroduce and the effect 
of the fall may well be to reduce his s:andard of living by 
one-third. This does not mean that he is worse off than the 
tenant, but that his former advantage over the tenant has 
been largely lost. The producers who have to sell their 
produce to buy food, e.g. those concerned with silk (mul- 
berry trees, cocoons, etc.) or tea are much more seriously 
affected and may have their standards reduced to less than 
half. 

Persons engaged in industrial production may be affected 
still more. For a fall of prices below costs of production 
may paralyse industrial activity, ruin many of those en- 
gaged in it, and throw their employees into destitution. 





Ill.—_POLICY PROBLEMS 


So far I have discussed the principal problems presented 
by China’s present economic position which are least 
directly determined by deliberate Governmental policy. I 
now approach the sphere in which Government action, for 
good or bad, plays or may play a much more important 
role, I first discuss Currency and Currency Policy. I 
next turn to the question of the Re-entry of Foreign Capital 
which depends to a large extent upon conditions which can 
only be established by the Government, though the capital 
may then come in mainly by private channels. Next I 
shall consider the Budget and the Public Indebtedness, 
which reflects the result of past budgets and will be affected 
by current budgets. Lastly I discuss some of the problems 
of deliberate economic reconstruction. 


CURRENCY AND CURRENCY POLICY 


The earlier chapters have shown that China is suffering 
from two serious currency troubles which are related to 
external conditions, viz. : — 

The appreciation of the Chinese silver dollar in relation 
to external currencies, and 
The drain of silver from the interior for export. 

It is scarcely necessary at this date to argue that the first 
of these factors is injurious to China. But the matter is so 
Important in relation to China’s economic position and 
Possible policy, and the advocates of an artificial increase 
in the price of silver are so insistent that it would benefit 
China, that it may be well to add a little to what has already 
been said. It is of course true that a high value for silver 
Would make the wealth of the country which is stored in 
silver of greater external purchasing powers, and that this 
would be an advantage if China’s economy were adjusted 
to this value. But there cannot be any doubt that the pro- 
cess of appreciation does harm in blocking exports and 
Spreading deflation. A high value as such has advantages, 

uta rising value is certainly injurious. Indeed, the experi- 
“nce of the last two years is surely decisive. During these 
0 Silver has been appreciating in relation to foreign cur- 
a (mainly through their departure from gold) instead 

depreciating as in the first two years of the depression. 
ms ag and 1931, the movement of the price of silver was 
ta ctly that which the silver advocate argues is disadvan- 
: — to China; in 1932 and 1933 the conditions were 
a : y those which he argues should benefit her. In fact, 

. have seen, China escaped the world depression in the 

period, and has fallen deeply into it during the second. 

: is true, of course, that other forces were also operative. 

Te 1s, moreover, a factor not usually mentioned which 
ns the effect of changes in the value of silver. China 


really has two currencies, of different metals, the main cur- 
rency of silver and the lesser currency of copper or nickel. 
The lesser currency acts in some degree as a cushion against 
the effect of changes in the value of silver and the silver 
dollar. A large number of transactions are on the basis of 
the copper coinage. If then at a given moment silver 
appreciates in terms of external currencies or commodities, 
but copper does not, it gradually takes more copper to buy 
a dollar. Those who are paid on a copper basis and buy 
most of what they want in the same currency may find that - 
they still have to pay as much copper (though less silver) 
for an imported commodity, and though they may get less 
silver for what they sell, their earnings in copper will not 
be proportionately less. The fluctuations of copper in rela- 
tion to silver involve many disadvantages, but they also 
sometimes have a useful compensating effect. 

This, however, is of minor importance. It is, I think, 
impossible to examine the record of the last four years with- 
out coming to the conclusion that China benefited sub- 
stantially in 1930 and 1931 from the fact that the deprecia- 
tion of silver in terms of gold was saving her from currency 
deflation, and that its appreciation has been a substantial 
factor in the deterioration of the last two years. 

In any case it may be said with confidence that a rise in 
the world price of silver that is out of line with world prices 
of commodities in general is certainly, in its net results, 
injurious; and that when such a rise is of a speculative char- 
acter likely to result in a later reaction, it is doubly injurious, 
as subjecting China, through her silver currency, to two suc- 
cessive dislocations. 

The chief immediate factor, as I write, is the silver policy 
of the U.S.A. Measures which raise the price of silver 
and stimulate supplies without permanently increasing 
demand, and are therefore likely to be followed by a sharp 
reaction, would not only be doubly injurious to China but 
would also be against the permanent interests of silver pro- 
ducers themselves. If, as is not impossible, the strain upon 
China’s position became such as to force her to change her 
present currency—whether by the adoption of a gold stan- 
dard or some measure of devalorisation or (worst of all from 
every point of view) a departure from any metal basis— 
the silver interests would sustain a most severe blow. 
China’s interest in silver is overwhelmingly greater than 
that of any other country. As a commodity silver is a 
small thing in the world’s production, and America’s pro- 
duction is only a small part of the whole. But as the cur- 
rency of a country which uses it for the transactions of its 
vast population, it is of the greatest importance. It is 
clearly time—more than time—for China’s voice to be in- 
fluential in regard to policy designed to affect the world 
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price of silver. The present opportunity may not soon 
recur. 

The desirability of taking action becomes the greater 
when we consider the difficulties and dangers of the alter- 
natives which have sometimes been suggested. These may 
be briefly summarised as follows: — 

(a) If the appreciation of the Chinese dollar continues 
during a further period of fluctuating external currencies, 
whether due to the franc being forced off gold or to any 
other cause, the world’s currency strain will fall largely on 
China as being still on a metal basis and her position may 
become extremely difficult. This will equally be the case 
if the four currencies which chiefly concern China are de- 
valued and restabilised on gold at parities which auto- 
matically involve a further appreciation of silver. De- 
valuation of the silver dollar would, however, involve great 
dangers in existing conditions in China. The people are 
accustomed to regard the metal—rather than the currency 
based upon it—as the medium of their transactions. The 
legitimate note issues are only winning their way into con- 
fidence because they are immediately convertible into a 
known and definite amount of that metal. The tael has 
only recently been abolished and the dollar has only begun 
to win its position as the sole legitimate national standard. 
In the actual conditions of China it would be difficult to 
ensure, and to induce people to believe, that a given de- 
valuation would be final. And these difficulties would be 
even greater if, under pressure of the strain involved in 
appreciation, a change in the silver content were made 
without being definitely related to measures which were 
being simultaneously taken by other countries in deter- 
mining the value of their currencies. 

(b) The ultimate remedy may be the adoption of the gold 
standard. This would, of course, be a fundamental change 
and would involve very great difficulty. But it may be 
impossible for China permanently to remain alone on a 
different system from that of the rest of the world. -This 
question has been studied in detail by Dr. Kemmerer. I 
examined his report carefully with M. Frére three years ago 
and presented a critical note on his scheme. 

The difficulties of such a change would be very great. 
They include, for example, the complications arising from 
the varying degrees of effective political control over dif- 
ferent parts of China, and the problem of acquiring a gold 
reserve. No actual decision could well be taken at this 
moment. But the fact that the difficulties are so great is a 
reason for the problem to be examined on the basis of the 
studies already made; so that China may at least be ready to 
take a decision should the evolution of world currency 
make a change imperative. 

(c) In the absence of any new, external development, or 
special action, the currency deflation described would, 
according to orthodox theory, work itself out by a fall of 
Chinese prices which would ultimately stimulate exports 
and discourage imports. In the present position of world 
markets, however, the stimulus to exports is likely to be 
slow and limited in scale; the reduction of imports is likely 
to take the form of a shortage in the actual necessities of 
life for many regions; and the process of further reduction 
of Chinese prices will be a further blow to an already 
weakened system. 

(d) The obvious remedy of an embargo, or prohibitive 
duty, on “‘ luxury ’’ imports, does not promise much result 
when the character of the imports and the development of 
smuggling are taken into account. Wheat or rice or cotton 
imports could be reduced—but they are vitally needed. 
Expensive “‘ luxury ”’ articles, those which it would be most 
desirable to keep out, are just those it would be easiest and 
most profitable to smuggle in. 

(e) An embargo on silver exports must also be re- 
garded as impracticable. The embargo on gold exports of 
1930, by depressing the internal price below the external 
price, has created a great smuggling trade in gold, and un- 
doubtedly caused more gold to leave the country than if an 
embargo had never been imposed. This has at least had 
the advantage of reducing so far the drain on silver, the 
loss of which would have had more serious effects because 
it is the currency of the country. Silver, it is true, is much 
more difficult, as well as being less profitable, to smuggle. 
But it may nevertheless be doubted whether an embargo 
would be really effective. 
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(f) The equalisation funds in Great Britain and th 
U.S.A. have suggested to some persons the use of a Chineg 
equalisation fund to prevent the appreciation of the dollar 
But the British and American funds were created becaug 
the pound and the U.S. dollar were no longer linked 3 
their old parity to a metallic basis, gold. China’s Currency 
is still linked at a fixed parity to silver. What, in thes 
circumstances, would be the fund and its uses? It woul 
necessarily consist of silver or of ‘‘ exchange ’’ giving the 
right to export silver. In fact the use of such a fund would 
consist in selling silver for export in the hope of so reducing 
the world price as to eliminate present forces now attracti 
the metal out. But the fundamental cause of the outflow 
of silver is the adverse balance of foreign payments. The 
outflow will continue while this fundamental cause is jn 
operation. 

Moreover, the use of an equalisation fund is in all circum. 
stances very dangerous, and likely to be very expensive, if 
it is used not for the purpose of evening out tempo 
fluctuations, but for that of consistently depressing the value 
of a currency (especially if that currency is a metal, and 
still more a metal used for industrial as well as currency 
purposes) below its natural level. Above all, an equalisa. 
tion fund deliberately used for this purpose might well pro. 
voke a real contest in silver policy with America. The silver 
position is such that in my opinion it would be dangerous 
for China to risk the strain of such a contest in which her 
own stake would be so much the greater. 

The purpose of an equalisation fund would be to create 
an artificial export of silver in order so to depress the price 
as to stop the natural export. The first effect, that of in 
creasing silver export, would, in my view, be more certain 
than the second, of ultimately reducing it. Such a fund, 
like a silver embargo, would thus probably intensify the 
present evil and not relieve it. 

(g) The substitution of a paper currency for the silver 
dollar must be regarded as a possible, and a very disastrous, 
consequence of the currency situation described, and not as 
a remedy for it. In China it would be impossible to issue 
paper money which would circulate and retain any tolerable 
degree of stable value. All experience of paper currencies 
in China—the Feng-pu is the best known recent example 
shows the impossibility of limiting depreciation. The silver 
dollar, with the immediately convertible note based on it, 
constitutes indeed one of the most important factors of unity 
and stability in the economic life of the country. The 
abandonment of the national currency for a paper currency 
changing in value with every new pressure of current needs 
and with every variation in the effective power of the 
Government would cause incalculable chaos. 

(h) In the long run China’s balance of trade should be 
put on a sounder basis by reducing the need for imports of 
such commodities as China herself is mainly occupied in 
producing, and increasing exports of such principal national 
products as tea and silk (see Balance of Trade above). Ex- 
ports might be immediately assisted to some extent by a 
suspension of export duties* in view of the present excep- 
tional handicaps to export; and some of these duties are, ! 
am informed, doing considerable harm in driving trade from 
Shanghai to Dairen. But a substantial improvement of the 
balance of trade must at best be a slow or “‘ long-term” 
remedy, from which little can be hoped in the near future. 


* * * * 


The measures discussed above relate for the most part to 
the first of the two kinds of currency ‘‘ deflation ’’ met 
tioned at the beginning of this section, viz., the apprecis 
tion of the Chinese dollar in relation to external currence, 
though some of them (e.g. the last mentioned) would al 
affect the second, the drain of silver from the interior throug! 
an adverse balance of payments. ; 

There is, however, an important means of dealing with 
the second trouble alone. The only relatively quick remedy 
which might substantially relieve the export of silve 
through an adverse balance, without incurring the great 
dangers and disturbances involved in the measures criti 
above, would be to attract large sums of foreign capital for 
expenditure in the country in productive development. 
selenite needa eee 


* Exemptions are sometimes granted on application, in the cas? 
of certain factory goods. But this partial and unequal measure 
less satisfactory as an encouragement to export than 4 & 
removal or suspension of the duties. 
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should be noted that it is only an inflow of external capital 
in the form of money to be expended in China which would 
directly reduce the outward flow of precious metal. The 

urchase of foreign goods on credit or with new foreign 
capital which would not otherwise have been imported (e.g. 
railway material) would not have this effect, though it might 
have other advantages. 

Foreign money used for expenditure in China and, there- 
fore, necessarily converted into Chinese dollars, would, of 
course, tend for the moment to make the exchange value of 
the Chinese dollar in relation to foreign currencies some- 
what greater than it would otherwise have been, and thus at 
the time of the conversion somewhat to aggravate currency 
appreciation. But this effect would be limited in scale and 
temporary only. There can be no question that on the whole 
the inflow of new foreign money for expenditure in the 
country would, in view of the position of the balance of 
payments (as well as the need for development) be of very 

eat advantage. 

(Sir Arthur Salter then deals briefly with certain internal 
matters such as the use of copper and sub-coins and with 
illegal note issues. ] 


THE RE-ENTRY OF FOREIGN CAPITAL 
INTO CHINA 


It may be well to note briefly the principal ways in 
which capital may flow into China again. The principal 
condition, on which it is unnecessary to enlarge, is a reason- 
able degree of political security and order. Granted this, 
we have the following possible methods : — 

(a) Loans from Government to Government.—Since the 
first years after the war, there have been very few of these 
before the first Wheat Loan of 1932 and the Wheat and 
Cotton Loan, through the U.S.A. Reconstruction Cor- 
poration, of 1933. The present question is whether the 
whole of this latter loan can be secured and utilised, not 
whether further loans of the same kind can be obtained. 

(b) Government Loans by Public Issue.—The ability of 
the Government to borrow in the world’s markets depends 
on three factors : — 

(1) Its financial credit, dependent upon its dealing with 
existing debts and arrears ; 

(2) The position of the budget, and the prospect it offers 
of equilibrium ; 

(3) The availability of an adequate revenue, free to 
give a sufficiently high-ranking charge as specific security. 

The first two factors are discussed in the Sections on 
Public Debt, Railways and Budget. As regards the third, 
the premier security, the Customs, now has no very con- 
siderable margin free of charges. 

The Salt Tax and the Consolidated Taxes, dependent 
upon internal collection and conditions, are not in them- 
selves likely for the next few years to be an attractive 
specific security for the foreign investor. If the budget 
Position were improved and kept in equilibrium the diminu- 
tion and the prospective termination of the indemnity 
charges on the Customs would release a substantial amount 
of good security, unless these possibilities have in the 
meantime been anticipated by internal, or minor external, 
loan operations. Quite apart from the difficulties, however, 
considerable dangers and disadvantages attend large-scale 
extemal Governmental borrowing, as the record of past 
loans and ‘their expenditure shows only too clearly. 
Additional Governmental foreign borrowing, on the basis of 
specific securities and for free use as the Government may 
decide, is unlikely to form any very substantial contribu- 
tion to China’s main problem for the next few years. 

There are minor opportunities for private foreign loans, 
€.g. land reclamation on favourable leases, and public 
utilities and private enterprises based upon association 

tween Chinese and foreign owners. But the main solution 
would seem to reside in the following spheres : — 

_ (1) Railways.—Railway development is certainly promis- 
ing, as will appear in the section on Railways. 

(II) Investment in partnership with Chinese capital.—lf 
the laws relating to the participation of foreigners in 
Chinese enterprises do not impede it there might then be an 
inflow of capital in the form which, at the present stage of 

hese development, would probably be most appropriate 
and beneficial, i.e. investment in private enterprise, usually 
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in association with Chinese capital. This is a new develop- 
ment which, I suggest, now deserves especial attention. 
Foreign investment in purely foreign enterprise in China 
has certain obvious risks. Mere loans to enterprises of 
which all the commercial risks are taken by the borrowing 
concern are also attended by special dangers. Moreover, 
beyond a certain point fixed-interest loans, as contrasted 
with investment in equities, are an unsatisfactory method 
of financing—since they do not secure automatic adjust- 
ment to varying economic conditions. 

The best basis, from both the foreign and internal point 
of view, will probably prove in future to be the association 
on equal conditions (not necessarily in equal propor- 
tions) of foreign and domestic investment. More and more 
it is probable that the foreigner will come to regard his best 
security as consisting in a close association with Chinese 
investors, whose fortunes are linked with his and who will 
bear the controlling share of responsibility, and in the 
credit of the persons undertaking the enterprise and its 
intrinsic prospects. At the period when the railways were 
built there was no possibility of a substantial participation 
of Chinese capital, and no instrument through which it 
could be mobilised. The railways had to be financed by 
loans supplemented by external guarantees. The results 
have in recent years been unsatisfactory. The Chinese 
banking system has, however, now been considerably 
developed, and if this development is carried further so as 
to facilitate co-operation, Chinese capital should be able, in 
association with foreign capital, to take a considerably more 
effective part in Chinese economic development. 


THE BUDGET 


I. CENTRAL GOVERNMENT 


A consideration of the Chinese National Budget must 
be based in the first instance on the statements of the 
Treasury receipts and payments. These statements of 
receipts and expenditure, however, give a very imperfect 
picture of the Central Government’s finances, principally 
because only a part of the receipts and expenditure in 
connection with the activities of the Central Government 
and its organs comes into the accounts. Large earning and 
spending departments such as those dealing with railways 
and communications (postal and telegraph services, etc.) 
are run as separate concerns, their receipts and expenditure 
being alike outside the Treasury accounts. It is true that 
a substantial item now appears as receipts from the rail- 
ways. But this only means that a sum intended to repre- 
sent transport of troops and stores has been recently added 
on both sides of the account. No cash passes. The Rail- 
way Administration meets ordinary expenses and constructs 
new railways, and defaults on certain of its obligations, 
without the Treasury being concerned. It also pays (with- 
out apparently reporting them for inclusion in the Treasury 
Accounts) certain sums, until recently indefinite, but now 
stated to be stabilised at about $5 millions a year, direct 
to the Military Administration. 

In the year ending June, 1933, the deficit met by net 
procecds of borrowing, after deducting amortisation of old 
debt, is shown as just over $100 millions. Of this deficit 
about $40 millions is due to payments in respect of the 
Boxer Indemnity. The real effect of this deficit is only to 
be seen by considering the way in which it is actually met. 
New 6 per cent. bonds are issued and handed to the banks, 
who supply cash on the basis of the current market value 
of the bonds. As these now stand at about 60 per cent., 
current financing is on the basis of 10 per cent. This 
method of financing, combined with the low market value 
of the bonds, has a similar effect in regard to the amortisa- 
tion of old debt. Though the periods of amortisation were 
lengthened under the conversion operation Chinese debt is 
subject to exceptionally rapid amortisation, and the debts 
redeemed each year reach a high figure (about $90 millions 
were, for example, amortised in 1932-33). As revenue is 


less than is required for the needs of current expenditure, 
old debt is, under present conditions, being amortised by 
new borrowing; and this means that old debt is amortised 
by a method that increases it, since, in order to pay off a 
given number of 6 per cent. bonds, a considerably greater 
number of bonds at the same rate of interest have to be 








Supplement 


issued. The loss so involved would quickly end if, with 
greater confidence in the general situation, the market value 
of the bonds rose nearer par. 


In addition we must allow for the increase of indebted- 
ness by default, since the deficit shown in the accounts is an 
actual cash deficit based on payments made, not on pay- 
ments due. The railways are defaulting on interest 
(including interest on arrears but excluding amor- 
tisation), to the extent of about $30 millions a year. There 
is also a so-called ‘‘ unsecured debt,’’ including interest 
alrears, amounting to over $1,500 millions (capital). It is 
difficult to estimate what annual sum should be taken in 
respect of this debt. It covers obligations of which many 
are on a very unreal basis and will obviously never be met 
except with very drastic scaling down. Even so, however, 
the tull restoration of China’s credit would involve a sub- 
stantial annual payment from the budget in respect of debts 
now in default, though there would, for the reasons ex- 
plained, be some compensation in a reduction in the cost 
of current Government financing if Government bonds rose 
to a proper value. 


We thus have both a current deficit and, in addition, 
arrears on loans in default. 


The public indebtedness, however, has not been corre- 
spondingly increasing. The conversion operation of 1932 
was equivalent, in its effect on future annual charges, to 
the cancellation of some $200 millions. The Boxer pay- 
ments, amounting to some $40 millions a year, are reduc- 
ing a capital obligation and will terminate in about twelve 
years. The reduced gold value of foreign currencies, more- 
over, has lightened the burden of the obligations payable 
in them. 


No picture of the Central Government’s finances is true 
which leaves out of consideration their relations to the 
finances of the Provincial Governments, on which a brief 
note is appended below. In the main division of taxes the 
Central Government takes the Maritime Customs, a part 
of the proceeds from salt (the other part being retained 
locally or returned) and a number of taxes grouped under 
the Consolidated Tax Administration (rolled tobacco, flour, 
cotton yarn, matches, cement, tobacco and wine). The 
Provincial Governments take the Land Tax (with surtaxes), 
a part of the proceeds from salt, and a variety of permits 
and licences, business taxes, ship taxes, etc., and devote 
these taxes to paying the costs of administration, defence 
and police (a large item, covering what is often really a 
Provincial military force or several of such forces), most of 
the costs of roads, of education, of public services (health, 
water, etc.) and deficits on public enterprises. 


It is notable that as there is no income tax (which requires 
an elaborate and skilled administration) the rich man pays 
nothing as such in China. If he is a landowner he pays on 
his land, if he has a business he may pay various business 
taxes, but a rich man living on dividends or bonds pays 
nothing except perhaps rates on the house in which he lives 


and prices increased by the tariff for what he buys from 
abroad. 


The present Budget position may be very roughly but 
conveniently summarised as follows. Of the revenue, 
Customs account for about two-thirds of the total, the con- 
solidated taxes for about one-fifth, salt (if we deduct sums 
locally retained or returned) rather more than one-tenth, 
while miscellaneous items account for the remainder. On 
the expenditure side military requirements represent half, 
loans and indemnities about one-third. General civilian 
expenditure (apart from subsidies to the Provinces) absorbs 
only some $50 millions, or less than one-tenth of the total. 
The whole Budget (if we exclude book-keeping items and 
transfers) is on the very modest basis of $500 to $600 
millions. The current deficit, as it changes from month to 
month, is difficult to calculate with precision, but is appar- 
ently now at the rate of somewhat over $100 millions per 
annum (excluding debt arrears), while the practical effect 
of this deficit is increased by expensive financing. 


The Customs.—By far the most important revenue of the 
Central Government, therefore, comes from the Customs. 
The gross revenue of the Customs in 1933 was $339 millions. 
The following table shows the gross receipts for the years 
1929-33, during which period Manchuria was until June, 
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1932, contributing a substantial share, which iN 1931 
had amounted to as much as $43 millions. 


De on ork acc sompanwensebuene $338 millions. 
a ee oe obie sally 281 millions. 
ER eer reee rrr 383 millions. 
UPR See eevee reece 309 millions, 
DD foci o ah cab ae eh pen eees 339 millions. 


The increased rates of duty therefore have succeeded in 
keeping up the Customs revenue in spite of the loss of 
revenue from Manchuria, reduced trade and a serious recent 
development, which we must now consider, the increase of 
smuggling. In addition to the difficulty that has always 
been experienced in the Hongkong region, the Dairen situa. 
tion has created a new smuggling centre of great import. 
ance. The increase of tariffs has created a new incentive 
simultaneously with these new opportunities. The conse 
quence is that smuggled imports now represent a = 
serious loss to revenue, and are indeed a considera 
factor in the general balance of trade.. The sugar duty, for 
example, was doubled in May, 1933, yet the revenue from 
the increased rates fell to about 60 per cent. of what was 
previously collected. It is unlikely that the actual con 
sumption of such an article as sugar has fallen greatly 
through increased cost, though it may have done so to some 
extent. Other facts are equally significant. Well-known 
brands of foreign whisky can be bought on the market at 
substantially less than the actual cost to the importer who 
pays duty. This indicates that it is being smuggled in such 
quantities as to determine the market. It would perhaps 
not be extravagant to estimate that the Customs lose 25 per 
cent. to 30 per cent. of the duty that they should receive, 
and that the real imports into the country are 15 per cent. 
to 20 per cent. higher than those recorded. 

The increased rates of duty, it will be seen from the above 
figures, have on the whole succeeded in keeping up the 
Customs revenue remarkably well. In some cases, how- 
ever, the effect of the increase, in stimulating smuggling and 
reducing demand, has already led to “‘ diminishing te 
turns,’’ and it will be more difficult to obtain extra revenue 
from new duties in future. 

Customs revenue, though at present yielding a small re 
turn to the Government, is not at present heavily engaged 
beyond the next ten years, and if no new charges wert 
added in the meantime, it would then have recovered most 
of its value, whether as a source of revenue or a secunty 
for raising loans. 

Salt Revenue.—The Salt Administration is improving, 
and revenue from this source shows some clasticity. 

Other Revenues.—Some increase may be expected from 
the Consolidated Taxes as soon as general conditions im- 
prove. The prospects for the immediate future, however, 
are not very promising and new sources of revenue such as 
income tax present great administrative difficulties. 

Expenditure.—On the expenditure side of the accounts 
the factor of dominant importance is obviously the prow 
sion required for the military forces. The Treasury po 
vides $300 millions, which is about half of the total expend: 
ture, or three-fifths of the income derived from revenue. 
To this must be added some receipts which do not enter the 
Treasury accounts; and, if we are considering China as @ 
whole, we must take into account the expenditure of the 
Provincial authorities (again shown partly, but not wholly, 
in the published accounts) on defence purposes, W 
means for the most part the maintenance of military forces. 

The high proportion of central revenue devoted to the 
military forces is due partly to the poverty of the country, 
partly to the extent to which the Government is Provin 
rather than unitary, partly to administrative disabilities, a0 
partly to the limited authority of the Central Government 
over many Provinces. At the same time the actual amount 
spent is, of course, much less than in other much smallet 
countries with fewer internal and external military ptm 
blems. The size of the country, its successive civil wars 
local risings must, of course, be taken into account. Al 
the wars of a generation, culminating in the serious fighting 
of 1930, there was a brief respite. This was followed, how 
ever, by the conflict with Japan in Manchuria and at Shang: 
hai from the autumn of 1931 to the spring of 1933. 
addition there has now been the serious fighting with 

Communists in Kiangsi and in the last few months 
Fukien revolt. These facts explain the amount of military 
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diture, but at the same time the proportion repre- 
gnts, better than the actual amount, the character of the 
srain involved on the life of the country. 


GENERAL COMMENT 


The future condition of the budget and public finances, 
as indeed the whole prospects of economic progress in 
China, clearly then depend upon whether the military strain 
can now be substantially relieved. The Fukien revolt has 
been rapidly ended. The Communist movement (so largely 
in character an agrarian revolt), no longer involves serious 
fighting except in Kiangsi, and with agrarian reform and 
an improvement of agricultural industries, may perhaps 
fnd a solution without a continuation of military operations 
on anything like the same scale as during the last three 
years. Faction in the Provinces is now less widely spread; 
their relations with one another are better; and the autho- 
ity of the Central Government has increased. If the pro- 
blem of combining unification with administrative devolu- 
tion could be solved, the chief internal cause of China’s mis- 
fortunes would be removed; and the probiem at least seems 
more soluble than it has at any period since the Revolution. 
If these possibilities—it is perhaps too early to call them 

rospects—are realised and military expenditure can be 
reduced, the budget problem is by no means insoluble. For 
not only would the budget deficit be reduced, but the domes- 
tic bonds would rise in value and the cost of financing, the 
worst feature of the present position, would also come down. 

A moderate improvement in economic conditions would 
then increase the revenue enough to cover the remaining 
deficit and some reasonable provision for loans now in de- 
fault. In such an improvement new capital will be an im- 
portant factor, and it is needed while the improvement is 
proceeding and not merely as a basis of future development 
when the public finances have attained complete equili- 
brium. If some progress is being made, the co-operation 
of new capital can expedite and assure success. If the 
budget situation is alarming, it is equally true that the 
causes to which it is due are such as could be quickly 
removed if there were peace and even a moderate improv- 
ment in the economic position. The deficit and the unsatis- 

fied obligations of China are large in relation to her current 

revenue; they are small in relation to the resources which 

- a moderate degree of economic development would 

lease. 


II. PROVINCIAL BUDGETS 


_ The general scale and character of Provincial Administra- 
tion and finances may be roughly indicated—so far as they 
appear in the published accounts—by a few round figures. 
A summary of the accounts of eight Provinces, with a popu- 
lation of some 250 millions, or rather more than half of the 
total population of China, shows a total of about $150 
millions of annual expenditure and revenue, of which 20 
per cent. is obtained by borrowing. In the revenue receipts 
other than loans, the Land Tax (with surcharges) accounts 
for between one-third and a-half; ‘‘ business tax ”’ for about 
one-twelfth, salt revenue and a number of miscellaneous 
sources of revenue for the remainder. In the expenditure, 
defence and public safety account for one-fifth, loan ser- 
vice for one-sixth, education, reconstruction work, com- 
munications and general administration for the remainder. 
€ outstanding feature of Provincial Taxation is the waste 
and hardship involved in collecting the Land Tax, as com- 
Pared with the main sources of revenue of the Central Gov- 
emment (Customs, Salt and Consolidated). Comments on 
this tax are made elsewhere in this Report. It must be re- 
membered that taxation imposed by the Provincial Govern- 
ment is not the only form of local taxation. The burden 
Imposed by Hsien taxation is as great in many Provinces, 
or even greater than that of the Provincial Government. 


THE PUBLIC INDEBTEDNESS 


The whole of the public debt of the Chinese Government 
may very roughly be said to amount to $4,500 millions. This 
includes the present value of all Boxer Indemnity now being 
actually paid (even though for Chinese purposes), and all 
the debts of the railways with arrears, but does not include 
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Provincial (internal) indebtedness. A few figures will show 
the general order of magnitude of the main classes of loan: 


I. Foreign debt more or less regularly served :— 


Million $ 
(a) Anglo-German Loan .............ssssseee 105 
(0) Reorganisation............ccscescesceceeeees 350 
(c) First Wheat Loam .........ccscessesseeeses 27 
(2) Anglo-French............scscscscscsssceceees 24 
Sp FB iincncancenenaseceseversresessneseones 113 
SEITE ccichsinhinndimmnmemnieminneenniinetien 73 
— 692 
II. Domestic debt regularly served ...........ss-ssseeeeeee 894 
III. Boxer indemnity (approx. “‘ present value’) ...... 380 
IV. Foreign debt of which the service has been 
Si iiciecccssvccccerenseccnennenensnnentmnumnnnes 1,650 
Vi. DROMRRBUG GORE ..nccceccccccccceccecceccscsesoconsooccess 
VE, Rathwey loGee .ccccccccccccccccccecccsccccccconccoceccsccoes 880 
4,496 


The Boxer Indemnity has some importance as having a 
high ranking charge on the Customs, the best security for 
any new Government loan, but otherwise, in view of the 
uses to which it is put, it can scarcely be considered as being 
to any substantial extent a part of the debt burden of China; 
it will be best, therefore, to exclude it. The ‘‘ unsecured ”’ 
debt includes many disputed debts, and both this and the 
railway debt include a substantial amount of arrears. 
Neither of these categories is ever likely to be paid at the 
full nominal amount, and a settlement sufficient to restore 
China’s general credit could probably be made on the basis 
of a considerable reduction. Taking these considerations 
into account, the real burden of the present debt might be 
taken at, say, $3,000 millions. 

This burden is a heavy one in relation to the present re- 
sources of the Central Government, but is small in relation 
to the population and potential resources of China. The pay- 
ment of Customs on the basis of Customs Gold Units has 
greatly facilitated debt payments. It relieved the burden of 
the domestic obligations in 1930 and 1931, as silver fell in 
terms of gold, and there has been a substantial margin since 
in respect of obligations in foreign currencies which have 
since left gold. Nevertheless, the effects are exactly the same 
as an increase of duties. The increased net weight of tariffs 
in 1933, partly by specific charges, partly by the automatic 
effect of the Gold Unit in relation to falling foreign currencies 
and falling gold prices, has reduced the volume of imports 
and increased smuggling, as elsewhere described. 


AGRICULTURAL PRODUCTION* 


The agricultural position of China and its special 
problems—cultivation methods, tenure, land taxation, 
rural credits, co-operatives, welfare, flood protection, water 
conservancy—have been and are being studied by experts. 
I shall make no attempt to discuss them in this Report. 


So far as specific questions are considered I limit myself 
to four points which I think it well to emphasise after 
studying the above reports and projects. Vital as is the 
increase in agricultural production, advanced agricultural 
mechanisation is unsuitable for China (except perhaps in 
new and sparsely-populated regions which it may be 
possible gradually to bring into cultivation), because such 
mechanisation increases the yield per man and not per acre. 
It cannot be economically applied to congested areas broken 
up into small lots. The problem of China is one of inten- 
sive cultivation. 


In the second place, the improvement of the system of 
rural credit is essential. But credit is only useful to those 
who are in such a position as to make it economically pro- 
ductive, and who, with it, are in a sound economic position. 
The real problem is to make the conditions of the farmer 
such that he is ‘‘ credit-worthy.’’ Official efforts should, in 
my view, be mainly devoted to this object, whether in 
relieving his burden of taxation or helping him to increase 
his production or to organise himself in co-operatives. This 
done, the actual supply of credit should normally be forth- 
coming from the extension of the private banking system 
rather than the institution of banks by the Government. 


In the third place, I would remark that on the basis of 
the reports of agricultural experts it would seem that, of 





* See also following Section on “‘ Industrialisation.” 
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all the measures to increase production which official action 
could promote, better seed selection is at once the least 
expensive and most promising. The co-ordination of exist- 
ing experimental centres which is a part of the National 
Economic Council’s programme is, therefore, of very great 
importance. 

In the fourth place, I would observe that ‘‘ irrigation ’’ 
is, of course, not only a question of large water schemes, 
but of bringing the water on to the small individual holding. 
There are probably many cases in which help as to pump- 
ing apparatus and the provision of power would be of the 
greatest value.* 

While the specific problems of agriculture, however, are 
not here discussed, it will be well again to emphasise that 
agricultural development is necessarily the basis of China’s 
development and constitutes overwhelmingly the most im- 
portant problem of China’s economic policy. The general 
features .of China’s economic policy already referred to, 
and the specific arguments in the chapters on the balance 
of trade and on industrialisation, will illustrate this. An 
increase in agricultural production is not only the essential 
condition of improving the lot of the cultivator—it is also, 
as we shall see, a principal condition of the successful deve- 
lopment of industry. Improved technical methods of pro- 
duction; seed selection; a greater use of fertilisers; protec- 
tion against plant diseases; organised marketing; the supply 
of rural credit; the development of co-operatives; the 
bringing of new areas into cultivation; the reform of the 
taxation system; changes in the landlord-tenant system and 
land reform and land tenure; the development of rural 
industries; the extension of irrigation and dykeing, are the 
principal measures required. 


INDUSTRIALISATION 


The fundamental factor in China’s economic life is that 
not only does agriculture occupy a place of overwhelming 
importance in it, but there is an extreme congestion of 
population in the fertile and highly cultivated areas. 

About three-quarters of the population live directly on 
the land, and the greater part of the remainder is engaged 
in distribution or other services closely connected with agri- 
culture. Industry is so far not only of very modest dimen- 
sions but, with few exceptions, at a relatively primitive 
stage of organisation. The land available in the fertile 
areas for the support of each family is, as we have seen, of 
very small dimensions, and, since the population is in- 
creasing, the average holding must become even less. The 
margin of production over what is consumed by the culti- 
vator and his family is very small, and, other things being 
equal, will tend to diminish as the population grows. Land 
reform cannot substantially change this position, for there 
are very few large units of cultivation in fertile areas (large 
properties, even when they exist, being usually let out in 
small farms). There will in any case (if we must exclude a 
restriction of population as a practical possibility) remain 
an imperative need for developing wherever possible Pro- 
vinces and regions which are not yet fully cultivated in 
order to allow emigration from the overcrowded areas. At 
the same time, such development depends upon political 
conditions and upon large supplies of capital, and is limited 
by the character and extent of the available territory. 
Even Manchuria, which offered by far the best prospects 
for immigration, did little more than relieve congestion in 
immediately adjacent Provinces. Very small average hold- 
ings will remain, therefore, the basic fact in China’s 
economic life. . 

This, it may be argued, is a reason for attempting indus- 
trialisation. But it also constitutes a limiting factor to this 
process. For Chinese industry must expect to be based 
mainly upon its own home market—and a home market 
consists, in effect, of the margin of production over the 
domestic consumption of the cultivators, which constitutes 
their purchasing power. 

The next factor to be taken into account is the extent of 
the available capital. Whether from Chinese or foreign 
sources, the amount forthcoming will necessarily be limited 
in relation to the scale of China’s need of development. 

So far as China can acquire external markets for her 
industrial goods, she can, of course, proceed to a degree 


* See Chapter on “‘ Industrialisation.” 
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of industrialisation which is independent of the purchagj 
capacity of her agricultural population. But exter 
markets for most industrial products are at present enjoygj 
by countries with a highly developed industrial syste 
assisted by an equally developed financial system. Th 
principal means of entry of a newcomer (at least in regan 
to such production as derives the greatest advantage fron 
large scale of manufacture, expensive plant, and an ag 
vanced organisation) consist in the competitive advantag 
of lower rates of wages. This advantage is, however, , 
limited and precarious foundation upon which to fou ind 
an industrial development dependent upon extem 
markets, especially in view of the present tendency in tarif 
policies and so-called ‘‘ anti-dumping ’’ measures. 

This does not mean that China should in no case aim g 
industrial export. On the contrary, since there are 
things which she needs and cannot economically mak 
herself, she must expand her exports in order to pay fy 
imports; and among these exports some involving industri 
processes must certainly find a place. 

To summarise, I would tentatively suggest the followin 
guiding principles: — 

1. The greatest part of China’s industrial developmen, 
for some time to come should consist in the encouragement 
and extension of industries which can find a sufficient 
home market. 

2. ‘“‘ Export ” industries should be limited to those is 
which China has special advantages, in natural resources 
or traditional skill. It would be specially unwise t 
establish export industries in which the advantages of 
large-scale manufacture and a highly-developed industrid 
and financial organisation are very great. 

3. Industries requiring a relatively small capit 
investment are preferable to those which require expensive 
capital plant in order to compete successfully. Thi 
applies to industries designed to supply the home marke} 
as well as to those dependent upon export. 

4. Industries should for the most part be built fir 
upon China’s agricultural production and mineral r 
sources—original production being followed by tk 
industrial process it requires. Most of them should k 
based first on the needs and purchasing capacity of th 
agricultural population; and then, stage by stage ani 
gradually, upon the requirements of industry itself asi 
develops and on the industrial and mercantile community 
that grows slowly around it, 


The industry that has the best prospects is therefore om 
that has a home market sufficient in itself to support a 
industrial development; that requires a relatively modes 
capital expenditure; that needs a large proportion d 
manual work in relation to its mechanical equipment; that 
is closely allied to natural resources (agricultural o 
mineral) or responds to an already existing industrial need. 
Few industries will enjoy all these advantages. But t 
would be unwise to encourage any industry which does no 
enjoy some of them in a substantial measure. 

We may now be a little more specific. Among indus 
tries which on the above principles might profitably & 
developed are the following. First, of course, are 
industries associated with cotton. They supply a hom 
market which is sufficient to support a considerable} j, 
development. The intricate problems involved—covenl} 
the production of cotton of the requisite quality and indus 
trial organisation and marketing—are being studied by tht 
Cotton Rationalisation Commission, and I need add nothing 
here except to emphasise the importance of encouragil 
home weaving (in order to increase the earning power ' 
the cultivator). Then come the industries connected 
silk. These are to be examined by the Silk Improvemet! 
Commission. The difficulties are considerable, but Chinas 
advantages are so great that substantial developmet! 
should certainly be possible. An essential feature of aly 
scheme designed to recapture an adequate share of the sil 
export trade must be an organisation of testing, graditf 
and marketing which will assure the purchaser of a know 
and standard quality. Incidentally, this is the esse! 
condition also of the revival of tea export. 

Most important of all, perhaps, if we group them 
gether, are the opportunities for development of 
specialised light industries operating economically in 
units, requiring skilled work but no very elaborate # 
expensive plant and mechanical equipment. By far # 
most promising economic development in China of rece! 
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xtermal tension which has continued even during the last two 


n}oyed years of severe depression. The list is long, and the effects 
System in the economy of China aré already considerable. She no 
~The jnger needs to import many articles she formerly had to 
Tegan pwy from abroad; and can devote more of the proceeds of 
€ fron her exports to buying what she cannot economically supply 
an ad herself, such as the more elaborate forms of mechanical 
a aquipment. More than that, industrial products of this 
found 


















ind, based primarily upon home demand, can find their 
way in the export market as a supplement, with the advan- 
tage of the cheap skilled labour at China’s disposal. As 
aready pointed out, this advantage is a precarious founda- 
ton for an industry producing articles similar to those 
manufactured in highly industrialised countries and look- 
ing mainly to external markets. But when the home 
market is sufficient for the bulk of the production an export 
market is a very valuable supplement and can often be 
found—is, indeed, being found—in non-industrial coun- 
tries, especially those in which there is a considerable 
Chinese emigrant population, and in which the merchant- 
ing organisation is largely Chinese. In some cases indus- 
thes of this kind are being developed with the participation, 
on an investment and partnership basis, of foreign as well 
as Chinese capital, and are, therefore, among the means 
of attracting external resources to the aid of China’s 
development. In some instances the association of foreign 
and Chinese enterprise will take a different form, as where 
linen manufactured abroad is embroidered in China and 
exported. There is certainly an opportunity for a great 
development of industries of this type. Where, of course, 










































































capita China has the special advantage of traditional and indi- 
xpensiv§ vidual skill—as in the manufacture of porcelain—a 
y- 3 iss specialised export trade may be developed or revived and 


may establish a secure position even without any large 
domestic market as a basis. 


Next comes a field of development which may profit a 
great deal from experimental research—the greater ex- 
ploitation of China’s subsoil resources; coal and minerals. 
This means not only developing the ‘‘ extractive ’’ indus- 
tries themselves, but the industrial processes based upon 
them. The closer association between the National Economic 
Council and the Geological Survey (and the leading per- 
sonalities connected with that Institution) may be expected 
to lead to practical action in this sphere. A Coal Commis- 
sion has already been projected; and other bodies with 
similar functions may follow. In every case a large part 
of the work will turn upon communications and upon 
experimental research. The development of coal, for 
example, is principally a matter of improving the means 
of communication with the chief coalfield in the North, and 
for the rest will profit by further work as to the best utilisa- 
tion of coal and its derivatives. As regards coal, a prin- 
cipal advantage will be that of meeting the home demand 
and avoiding the need for imports. So, too, fertilisers will 
be based on an expanding home market. In other cases, 
however, minerals and industrial products derived from 
them may be a valuable addition to export. 

In special areas where power (whether derived from coal 
or water) is available, power plant supplying land within 
ateasonably near distance with power for pumps and irri- 
gation may be of great service in increasing the actual pro- 
ductivity of the land—China’s chief need. Rural industries, 
again, offer considerable scope for expansion, and are of a 

importance. 

A Chinese merchant marine serving China’s principal 
Coastal and inland trade offers great possibilities, and might 

the basis of some industrial production, though it will pro- 
bably be desirable to use to a large extent foreign-built ships 
and engines. This question has been specially studied in rela- 
tion to the China Merchants’ Steam Navigation Company. 

€ extension of the railway system elsewhere discussed 
may well be the basis of industries serving its needs so far 
as these do not involve great capital equipment and an 
advanced industrial organisation (e.g. repairs, rails and 
Pethaps coaches as distinct from locomotives and probably 

manufacture). 


On the other hand most of the heavy industries (apart 
rom the “‘ extractive ’’ industries) must probably be con- 
“dered unsuitable for China at her present stage of develop- 
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ment. They usually demand very expensive capital equip-. 
ment and need a large market. It would certainly be un- 
wise for China now to attempt to make the main industrial 
plant or mechanical equipment required for her new 
industries. 

Two limited reservations are perhaps required upon the 
previous paragraph. The first is that where a given heavy 
industry can be established with maximum efficiency in a 
unit not greater than is needed to supply China’s own 
minimum home requirements, it may be economically 
justified and prove a legitimate experiment. The second 
is that the argument throughout has been based on 
economic considerations only. If it is considered essential, 
for reasons of national defence, to establish any industry 
not justified by economic consideration, the probable loss 
involved is, economically, an addition to military expendi- 
ture. 

* * * * 


Several further conclusions follow from this general con- 
ception of China’s economy. Since, with the exceptions 
indicated, China’s industrial development must depend 
mainly upon the purchasing power of the Chinese public, 
it cannot be too emphatically stated that, for China, in- 
dustrialisation is not an alternative to agricultural develop- 
ment. On the contrary, the increase in the agriculturist’s 
margin of production must be the essential foundation on 
which industrial development must be built. If this basis 
is provided, a substantial superstructure of industrial wealth 
can be built. But if the farmer’s margin remains as small 
as at present, there is no sound foundation for any very 
great industrial development. Nor can industrialisation in 
these circumstances absorb a superfluous agricultural popu- 
lation. Industry as it develops may take men from some 
of the distributive services; it cannot be expected, unless 
the farmer’s individual purchasing power is largely in- 
creased, to absorb any considerable number of those work- 
ing on the land, nor to affect the standard of living of any 
substantial proportion of China’s population. 

For these, as for other reasons, the increase of the pro- 
duction of the average agriculturist remains the funda- 
mental problem of China’s economy, whether that increase 
is secured by extension of the areas of cultivable land; or a 
reduction of population (enabling the average farm holding 
to be enlarged); or improvements in methods of agricul- 
ture; or the development of handicraft or small rural in- 
dustries by means of which those living on the land can 
supplement their agricultural production. 

When it comes to a general plan of economic develop- 
ment China must obviously build upon the distinctive and 
fundamental facts of her own economy. In China a plan 
consisting of a definite time schedule, and copying a 
Western industrialised country, would be a complete un- 
reality. What is needed is a general plan of the desirable 
course of economic development, based upon her agricul- 
tural economy, built up by co-ordinated research and in- 
vestigation into a general scheme of relative priorities and 
proportionate development, and applied not on a fixed 
schedule but as opportunity offers. If China adopts, she 
must at the same time adapt. 

The general conception which emerges from these con- 
siderations may perhaps be now summarised. The founda- 
tion of China’s economic life is, and must remain, her agri- 
cultural production. Her fundamental problem is to in- 
crease the farmers’ production, whether by improving the 
conditions under which they produce food or by supple- 
mentary handicraft-work. Real industrial development 
must be based principally upon the farmers’ purchasing 
power. China should proceed by stages—and not jump 

her stages. 


No note, however brief, on industrialisation should omit 
all reference to the educational and social problems which 
it raises. The educational system has been studied by a 
special commission. All I need remark here is that it 
should obviously be adapted so as to serve China’s 
economic needs. One of the chief troubles from which the 
world is now suffering is a mal-adjustment in the propor- 
tions of the different kinds of training which educational 
systems provide, and the subsequent opportunities avail- 
able to those who pass from schools and universities into 
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the economic systems in which they have to earn their 
living. The great need of China is better technical train- 
ing, practical and not merely theoretical, which will 
adequately equip for their work all those who will have to 
direct and manage the business of production—from those 
who organise it at the top to those who must serve as sub- 
managers and foremen. 

The social consequences of industrial development as 
regards housing, the health of the workers, the hours of 
work and conditions in the factory, and the general public 
health of the areas in which industries are situated, need 
the most careful consideration at the moment when indus- 
trialisation is being planned, and not when it has already 
brought a great number of avoidable evils in its train. But 
this is a vast problem to which I am unable to make any 
contribution in this note. 


RAILWAYS 


The Chinese railway problem forms the subject of an 
intensive study by others, which is not yet complete. Only 
a preliminary statement of some of the principal factors 
will, therefore, here be needed. 

In the unanimous opinion of all observers the improve- 
ment of China’s means of communications is among the 
first and most important conditions of China’s economic 
development. China has the advantage of an exceptional 
system of water transport. Her long coastline serves the 
maritime towns where the greatest economic progress has 
been made; her river systems serve certain parts of the 
interior; and her great heritage of the canal system is a most 
valuable supplement to these natural advantages. Herrivers, 
however, flow West and East, not North and South, and 
serve certain regions only of the interior. The canal system 
acts as feeders to these rivers and other means of communi- 
cation. But, again, it only serves adequately a small pro- 
portion of the interior, and no considerable economic ex- 
tension is practicable. The capital outlay involved in the 
construction of canals is great, and while transport by them 
is cheap it is very slow. Transport by road clearly offers 
much greater opportunity for development, and much road 
construction has recently been undertaken. They are a 
poor substitute for railways as the main framework of a 
great country’s communications. The development of motor 
traffic in highly industrialised countries has led some people 
to speak of railways as a pre-motor means of transport (as 
canals are said to be a pre-railway system). But whatever 
may be the case in countries where industrial development 
leads to a very great movement of goods and persons over 
short distances, there can be no question that, for China, 
which has vast distances and relatively limited traffic cap- 
able of utilising an expensive fuel, and which produces coal 
but not petrol, motor road transport is a poor substitute for 
railways. The role of roads is temporarily to be a substitute 
for railways in regions where, and so long as, railways can- 
not be provided, and (permanently) to link together centres 
of dense population and to act as feeders to the main river, 
sea, canal and railway system. 

Air transport can do little for the transport of the general 
population or of produce. 

Railways, therefore, remain at the centre of China’s 
problem of constructing an adequate framework of main- 
route communications. The experience of the existing rail- 
ways confirms this view. Wherever political conditions and 
tolerably efficient administration have been given a reason- 
able chance, they have demonstrated their earning capacity 
and their utility in developing the regions they serve. Their 
success and their utility are, of course, dependent upon 
those two conditions. 

The present railway system is obviously entirely in- 
adequate for China’s needs. It comprises only some 7,000 
miles of track, outside Manchuria, of which some 5,000 only 
is main line; its condition has been deteriorating; its equip- 
ment is inadequate and defective, and its area is very 
limited. It comprises two main railway systems running 
North and South (the great rivers running West and East), 
one of which will be completed in a few years by the exten- 
sion linking Canton with Hankow, one important West-East 
line and a number of subsidiary lines. Enormous regions, 
like Szechuen, are not served at all. The Chinese railway 
situation also occupies a place of crucial importance in the 
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general question of the association of foreign capital r». 
sources with the economic development of China. G 
greater political stability, there is little question that, if the 
railway problem is settled, not only would new capital be 
forthcoming for railways themselves, but other capital woul 
follow in its wake for economic enterprise. But so long ag 
railway indebtedness and management remain as at present 
they will certainly constitute an impediment to the inflow of 
foreign resources on such a scale as to encourage any sub. 
stantial economic development. 

The principal features stand out clearly on a survey of the 
record of the present Chinese railways :— 


(i) Practically all the railways were built between th 
years 1904-1911, the great bulk of the capital being 
foreign. © 


(ii) Wherever political conditions and management 
have allowed, the earning capacity has been very high 
and will compare very favourably with railways in the 
rest of the world. Indeed, it looks as if railways hay 
greater intrinsic opportunities of being economically pp. 
ductive in China than in any other country. 


(iii) The cost of management has greatly increased, and 
the standard of efficiency declined. In the years 1920. 
1924 the ratio of operating expenses to operating reveny 
was 54 per cent.; in 1928-1931 it was 65 per cent. Th 
explanation is to be found partly in the great increaseo{ 
unnecessary personnel, of which there is evidence on 
practically every line, partly in the failure to conti 
increases in administrative and general running expenses, 


(iv) At the same time, the development of trafic 
returns is unsatisfactory. In the last twenty yean 
receipts from passenger transport have gone up con 
siderably; receipts from goods traffic, in spite (or oftea 
because) of higher rates have remained more or les 
stationary. There is evidently a great need for first-rate 
traffic managers with technical, not official, experience, 
who would be continually occupied in attracting goods tp 
the railway, securing an adjustment of both the rates and 
the traffic facilities for the purpose. 


(v) The whole equipment of the railways has bes 
seriously deteriorating. The rails used were mostly laid 
down a quarter of a century ago. Bridges, track, sleepen 
and rolling stock have all deteriorated for want of adequate 
maintenance. Rehabilitation on a large scale is becoming 
essential if the railways are to function ; already the system 
is running down, each year seeing a forced reduction in th 
speed of the trains. The railways, therefore, need both 
rehabilitation and extension. 


The position as to the present railway indebtedness and 
the method of dealing with it may be briefly summarised as 
follows : — 


(a) The total amounts to about $1,000 millions. Of this, 
three-quarters represents capital and one-quarter interest 
arrears. 


(b) There is default upon about two-thirds of the loans 
Some are, however, being paid in full, others in patt. 
About $154 millions is in fact now being paid in interest 
and amortisation, as against a total due of about $# 
millions. 


(c) The loans, totalling, as stated above, about $1,00 
millions, include both foreign and domestic; interest aot 
arrears; long term and short term advances and ma 
debts. Of the total, about 85 per cent. is foreign au 
15 per cent. domestic. They differ in character, and som 
are attended by special circumstances which must affed 
the character of any settlement. 


(d) The loans were raised primarily on the security o i 


the earnings of the particular railways for which they at 


used, but with an additional security in the form of fy 
Government guarantee, sometimes, though not alwayiic 


associated with a promise to assign special revenué 
Sometimes a promise to assign a revenue (e.g., likin or of 
its abolition the Customs in the case of the Tientsin-Pukow 
Railway) has not been kept. The Anglo-French loan to the 
Pekin—Hankow railway and the Hukuang loan (amountif 
to $114 millions capital and $26 millions interest 

are being met in part from the Salt Gabelle. It follow 
from this that the security of the investor is a dual 00 
although the earning power of a road is the main factol 
Where, therefore, a railway’s earnings are poor, 
investor cannot expect to do as well as where the railway 
is prosperous. 
expect to be better off than if the particular railway W& 
his sole security. And there is justice (apart from 





On the other hand, he can legitimate}, 
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fal rf legal right) in some measure of public responsibility 
because of the extent to which political conditions (in- 
ifthe] cluding the requisitioning of stock and unpaid military 
ital be use of the lines) are among the principal cause of insuffi- 
would cient earnings. 
Ong as (e) In the last year or two there has been improve- 
resent ment in payments on railroad indebtedness. But the 
flow of payments that are being made are often upon no regular 
sub. plan or basis. They are made to satisfy particularly 
pressing or influential creditors and are part of no regular 
Of the settlement. Made in this way, they do nothing to restore 
general credit, to establish the proper relationship which 
should exist between debtor and creditor or to pave the 
en the way for new loans. Indeed, from this point of view the 
| being payments sometimes do more harm than good, through 
the resentment aroused by discrimination. 
gement (f) The railways already make substantial contributions 
y high to the Government. There is in effect free use of the lines 
in th for carriage of troops and military stores, etc., although 
7s have there is a book-keeping debit and credit in respect of this 
lly pro. transport in the Treasury accounts. Cash payments by 
the railways, which formerly amounted to a higher sum, 
have now been established at about $5 millions. Casual and 
ed, and irregular exactions by governmental authorities, especially 
s 1920. provincial, seem now to be coming to an end, as well as 
revenue requisitions by rival war lords, etc., the worst form of 
t. The exaction in the past. Substantial sums, of which the 
Tease = exact amount is unknown, but is probably from $5 to 
Ne On $10 millions a year, have been drawn from current income 
contral for new capital construction. This use of current revenue 
Kpenses, would, of course, be unnecessary if new capital financing 
trafic for development were arranged. 
y_ yeas The time would seem opportune for a general settlement 
. an restoring China’s credit by an arrangement for past in- 
or lew debtedness and utilising it for the simultaneous acquisition 
irst-rate of new capital. The new capital forthcoming would be 
verience,@ needed in the first instance for the very considerable re- 
yoods to habilitation and re-equipment of existing lines, which is 
ates ani now urgently necessary. It is, however, obviously desir- 
able that the loan arrangement should be on a sufficient 
as beaffxale to cover also large new construction, tapping new 
stly laid regions and linking up existing lines. 
sleepes A large inflow of new capital into railway development 
dequatt F would not only be the foundation of increasing economic 
ecomilg H development over many years throughout the new regions 
7 stved, it would also help substantially to correct the 
adverse balance of payments and the consequent external 
ed both BS". : : 
drain on silver described above. 
ness and ROADS 
arised as} In view of the vast extent of China’s territory, and the 
small development of China’s railway system as compared 
Of this, 
interest 
he loans 
in pat 
1 interest | In conclusion, it may be convenient to summarise the 


bout # Bprincipal suggestions that have emerged in the course of 
intervening sections as to practical policy. 

The deterioration in China’s external trade, and to a 
large extent the reduction of internal prices and trade, in 
1932-33 as compared with 1930-31, have to an important 
extent been caused by the departure from gold of the former 
gold currencies (the pound, rupee, yen and dollar) and the 
consequent appreciation of silver and the Chinese dollar 
in terms of these currencies. This process is continuing and 
Is likely to cause further grave injury. There are great 
dangers and difficulties in any departure from the present 
silver basis of the Chinese dollar. Without that, however, 
“ina can only escape the injury of further deflation if 
Silver ceases to rise substantially in relation to the foreign 
Currencies and to the world prices of commodities. The 
Pnincipal factor is America’s silver policy. It seems impor- 
t, therefore, that China should make her position clear 
st € Government of that country. 

It — fi € next outstanding feature of the present currency posi- 
du ‘ail on is the drain of silver from the interior to Shanghai, 
oaat the - € prospective drain to abroad to meet the adverse 
ne railwaj pene of payments. The first of these evils can only be 
itimatey fF Oved by the general restoration of confidence and of the 
Iway wee Feral conditions which will encourage investment in the 
from t#Fh"eNor. The long-term remedy for the second consists of a 
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with other countries (even if that system is now extended), 
roads must inevitably form a considerable part of the means 
of communication in China, and although railways are 
preferable to roads for the main framework, roads will, in 
large areas, for some time take the place of railways, even 
for the principal lines of traffic. 


But roads are only valuable so far as they are 
utilised; and under present conditions the mere provision of 
a road cannot be relied upon to attract and develop the 
means of transport. For the creation of wealth the move- 
ment of goods is more important than the conveyance of 
persons. While passenger transport adds to the amenities 
of life and serves certain cultural purposes, its economic 
value in creating, as distinct from spending, wealth is, in 
a primitive economic system, very limited. Goods trans- 
port facilities need, therefore, to be specially encouraged. 
And these will be useless unless they are such as to charge 
rates low enough to attract goods and thus substitute 
mechanical assistance for much of the present human trans- 
port. The great need, therefore, is to encourage animal and 
mechanical goods transport in a sufficiently cheap form. 
The extent to which motor goods transport (dependent upon 
expensive imported petrol) will be economically attractive, 
is likely to be limited for a long time to come. It is possible 
that a simple form of bicycle apparatus attached to such 
goods trucks would prove suitable. 


The general road problem has been discussed by others, 
and it will be enough here to summarise the principal con- 
clusions suggested by such information as it has been 
possible to obtain : — 


(a) Roads should not in general be constructed at present 
where they duplicate either a railway or a canal system. 

(b) They should be planned especially in such a way as | 
to act as feeders to railways and canals. 

(c) Transport facilities should be provided, or en- 
couraged, simultaneously with the construction of a road. 

(d) These facilities should include goods transport in a 
form sufficiently cheap to attract the traffic. 

(e) Where motor-bus concessions are arranged they 
should not cover any right to impede or tax other forms of 
transport (rickshaws, trolleys, animal and mechanical 
goods transport, etc.). 

(f) The maintenance of existing roads in a condition in 


which they can serve the needs of traffic should take 
precedence over new construction. 


In view of the great attention that has already been given 
to road construction, the section devoted to this subject here 
is brief, and has no relation to its intrinsic importance. 


IV._CONCLUSION 


change in the balance of trade through the increased produc- 
tion of food which China now imports, and the increase of 
her exports. Among immediate measures the one most 
capable of giving substantial relief to the situation would 
be the attraction of further foreign capital for investment. 

In the financial position an outstanding feature is the 
fact that an annual deficit is being met by borrowing at 
what is, in effect, the extravagant rate of 10 per cent. and 
domestic debt is being amortised by a method which in- 
creases it. The ‘budget problem need not be difficult of 
solution, for the present deficit, while large in relation to 
revenue receipts, is small in relation to the real resources of 
the country. Given reduced military expenditure, a moderate 
improvement in economic conditions would increase the 
revenue enough to balance the budget and further improve 
credit by enabling some reasonable provision to be made 
for loans now in default. 

Whether indeed we look to the public finances or to any 
other sphere of China’s economy, it is evident that the 
political and military situations are at the root of the diffi- 
culties and at the heart of the present problem of policy. 
China has long been suffering under the strain of internal 
conflict. If her external relations improve; and if the pro- 
blem of combining the requisite degree of unification with 
administrative devolution can be solved by peaceful means 
which will not involve the resumption of an exhausting 
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conflict, the public finances can be placed on a sound basis 
and the foundation of substantial economic progress be 
established. It is in this sphere, therefore, that policy is of 
decisive importance. 

In the Provincial finances also the cost of ‘‘defence’’ is a 
major factor, while the principal source of revenue, the land 
tax, is based upon a wasteful and unequal system which 
imposes hardships upon the farmer, altogether out of pro- 
portion to the revenue derived. 

If the political situation and the public finances are im- 
proving an inflow of foreign capital on a considerable scale 
should be possible. It should not be necessary, nor is it 
desirable, to wait until political stability has been com- 
pletely achieved and budgetary equilibrium definitely 
assured. If progress is being made in both directions the 
economic development which will be made possible by addi- 
tional capital resources would facilitate it and ensure its 
success. Neither complete political stability, nor a reduc- 
tion of military expenditure to the level at which it would 
represent a normal proportion of revenues of the country, 
nor assured budget equilibrium, can be expected at once, or 
without a simultaneous improvement of economic condi- 
tions. The investor may reasonably be expected to co- 
operate in the efforts to build up the foundations of per- 
manent economic development and not merely to participate 
in the development if and when these foundations have, 
with much greater difficulty, been established without the 
contribution which he can make. Granting progress then in 
these directions,and appropriate measures to restore China’s 
external credit, the most promising field in which to begin 
is to be found in the railway situation. It should be pos- 
sible, if this situation is handled competently and as a 
whole, to reach an agreed general settlement with the pre- 
sent creditors of a kind which would not reduce but increase 
the contribution which the railways can make to the fin- 
ances of the Central Government, and would simultaneously 
secure capital for railway rehabilitation and extension. The 
inflow of new capital of this kind, apart from its direct 
result in promoting economic development based on the 
improvement of the best form of communications, would 


attract further capital for investment in other enterprises, 
would help to correct the adverse balance of payments, 
stop the drain on silver, and so relieve the general currency 
situation. 

When we leave the financial situation and turn to economic 
development and reconstruction, the primary necessity is 
seen to be the increase of agricultural production per unit 


of land. Industrial development is no substitute for this, 
because, except to the comparatively limited extent to which 
it can be hoped in the near future that China’s industrial 
—— will be able to compete in world markets, it must 

based on the home market, that is upon the margin of 
production over consumption of the agricultural producer; 
and this margin is at present very small. 

With regard to communications, railways are the most 
economical and productive for main routes. They should, 
as far and as rapidly as the available capital permits, con- 
stitute the main framework of China’s communications. 
Roads must serve where railways cannot be available, but 
their main role should be to serve as feeders to railways 
and canals. In general, they should not at present be con- 
structed so as to duplicate transport already available by 
rail or water. 

In her balance of trade China should aim at being ap- 
proximately self-sufficient in the articles of food and raw 
materials, at improving the production and marketing of her 
special exports, and at developing the export of her mineral 
resources, of industrial products directly based upon them, 
and of specialised industrial products. 


Her industrialisation should proceed gradually and mainly 
on the foundation of her domestic market; it should be first 
built upon the basis of agricultural production and then 
upon the consuming capacity of industries so established. 
Industries requiring much labour and relatively little capital 
equipment, and producing articles which do not benefit 
very greatly from large-scale manufacture operating in con- 
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junction with a highly advanced industrial and finangy 
system, should be preferred. Lighter industries are jy 
general preferable to the heavier industries (apart from the 
“* extractive ’’), and the progress of these lighter industrig 
in recent years is the most promising economic developmey 
in China. 

If, however, we exclude the artificial restriction of 
lation (without which it is doubtful if China will be able t 
raise the general standard of living to a level attained jp 
the richer countries of the world), the congestion of 
tion, and the consequent shortage of land will continue t 
make it difficult to secure a great margin of production ove 
consumption for the cultivator; and will therefore lim 
scriously the extent to which industries can be develope 
upon the basis of domestic consuming capacity. For theg 
reasons, and because China will continue to need fore; 
exchange to buy substantial imports which she canng 
economically make herself, it is important that wher 
possible she should develop her exports. Export indy 
tries are on a much more precarious basis, however, thay 
those which have an adequate home market, especially 
in view of the national protection now in vogue; and Ching’s 
initial advantage of cheap labour will probably not, i 
many cases, suffice to enable her to capture and retaig 
world markets for such industrial products as are me 
economically produced with such a large-scale organisation 
as is found in the more highly-advanced industrial com. 
tries. Care is therefore needed to choose export industtig 
of a kind in which China has a natural advantage. 

If no new serious trouble occurs China has, in the stag 
now ahead of her, an advantage in the somewhat greater 
measure of civil order that seems now to have b 
achieved, in the much more general and determined desir 
throughout the country to turn from internal strife to de 
berate reconstruction, and in the obviously sincere pur 
and strenuous efforts of several Provincial Governments ia 
this direction. Illustrations have, however, been given 
the cost, and taxation burden, involved when these effort 
are ill-considered and when a particular enterprise (whethe 
roads or power plants) is developed out of relation to 
economic environment in which it has to work. 

** Planning ”’ is therefore essential. This will, howeve, 
not be a definite and detailed time schedule of development, 
which is impracticable and unreal in the special cire 
stances of China; but a programme, starting with a genenl 
conception of the kind of economic structure appropriate 
China, which is gradually built up and elaborated witht 
aid of continuous research and investigation, translatedi 
specific schemes with the help of appropriate experts, 
then put into operation as opportunities offer and resoumt 
permit. 

The ambitions encouraged, and the prospect offered, 
this brief review may seem modest and limited. Thisi 
true by the standard of countries which have rich nat 
resources in relation to their population, or special ad 
tages for large industrial exports in the world’s maf 
The congestion of population in China is a fundame 
tact of which any forecast must take full account. & 
consequently small margin of production over consump 
restricts the home market, and it would be unwise to 1% 
upon the early development of large industrial export 
the present conditions of China and the world. Never 
less, even within the near future, the possibilities of Chins! 
development are very great. In spite of congestion 
population, for example, India, with fewer natural ac 
tages, has attained a standard of living more than twice 
high as that of China, with the increased purchasing pé 
which that involves. It would be a modest ambition 
China, granted peace and order and wise direction, sht 
soon attain at least that standard within a reasonably 
period; and even that would mean a great increas 
China’s wealth, and a substantial improvement in the¢ 
dition of the people. And with such a level once reac 
there would be the foundation of progressive advan 
later decades, accompanied by a continuous improve 
in the average individual’s lot—unless the new w 
absorbed by a proportionate increase in population. 
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